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COMPLIANCE WITH TAX LIMITS ON MUTUAL 
FUND COMMODITY SPECULATION 


THURSDAY, JANUARY 26, 2012 

U.S. Senate, 

Permanent Subcommittee on Investigations, 
of the Committee on Homeland Security 
and Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 10:31 a.m., in 
room SD-342, Dirksen Senate Office Building, Hon. Carl Levin, 
Chairman of the Subcommittee, presiding. 

Present: Senators Levin, Carper, and Coburn. 

Staff Present: Elise J. Bean, Staff Director and Chief Counsel; 
Mary D. Robertson, Chief Clerk; David H. Katz, Counsel; Chris- 
topher Barkley, Staff Director to the Minority; Eric Walker, 
Detailee (FDIC); Dennis Bogusz, Congressional Fellow; Courtney 
Cardin, Law Clerk; Michael Wolf, Law Clerk; Arielle Woronoff, 
Law Clerk; Bill Gaertner, Law Clerk; Tamir Haddad, Intern; Julie 
Kovin, Law Clerk; David Smith and Amanda Slater (Senator Car- 
per). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. For 10 years now, this 
Subcommittee has focused attention on the problem of excessive 
speculation in the commodity markets, including the crude oil, nat- 
ural gas, and wheat markets. Most recently, in last November’s 
hearing, we examined efforts to apply a new position limits rule to 
protect consumers, businesses, and the commodity markets them- 
selves from excessive speculation. For years now, the American 
people have been whipsawed by unpredictable and often escalating 
commodity prices. We have been hurt at the pump, we have been 
hurt at the dinner table, and we have been hurt in our pocket- 
books. We are talking about gasoline prices, electricity and heating 
costs, food prices, and industrial raw materials that together affect 
virtually every American family and business budget. 

The fundamental purpose of commodity markets, unlike stock 
markets, is not to attract investors, but to enable producers and 
users of physical commodities to arrive at a fair price for their 
goods and to hedge their price risks over time. Speculators, who 
don’t intend to use or deliver the commodities that they trade or 
hedge commodity prices so that they can have price certainty, seek 
instead to profit from the price changes. A market which was in- 
tended to facilitate price discovery and hedging is now dominated 
by speculators who are driving up price volatility, hedging failures, 

( 1 ) 
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and in many cases, driving up commodity prices. The reality today 
is that commodity prices are more reflective of trading by specu- 
lators than fundamental forces of supply and demand. 

At our November hearing, the Commodity Futures Trading Com- 
mission told us that 80 percent of the outstanding futures contracts 
for crude oil are now held by speculators. CFTC Commissioner Bart 
Chilton has said: 

“For those who say no evidence exists linking excessive specula- 
tion and prices, they just are not looking. Scores of studies and pa- 
pers,” he said, “exist which document the linkage.” 

Now, the unprecedented flood of speculative money in commodity 
markets today comes from index traders, hedge funds, money man- 
agers, and exchange-traded products. Our November hearing also 
exposed a new wave of commodity speculation coming from the $11 
trillion mutual fund industry. Exhibit la is a chart which shows 
that, since 2008 — and that chart is in front of us, to my left — more 
than 40 commodity-related mutual funds have begun pouring spec- 
ulative funds into the commodities markets and now have accumu- 
lated assets of over $50 billion. 1 

For most of the 70 years they have been in existence, mutual 
funds were not significant participants in U.S. commodity markets. 
Now, some mutual funds have become major commodity specu- 
lators, and more want to follow. When we looked at what had 
changed, we discovered that 6 years ago mutual funds began peti- 
tioning for and receiving IRS private letter rulings that, for the 
first time, enabled them to invest heavily in commodities, despite 
longstanding provisions in Section 851(b)(2) of the Internal Rev- 
enue Code. Those private letter rulings of the IRS essentially 
opened the floodgates to the mutual fund petitioners, allowing 
them to engage in billions of dollars in commodity speculation. 

Section 851(b)(2), which has been in the Tax Code since mutual 
funds got started in the 1930s, restricts the types of income that 
mutual funds are allowed to obtain. That allowance is put on them 
in the law in exchange for favorable tax treatment. If the mutual 
funds abide by this section’s income source restrictions, those mu- 
tual funds do not have to pay corporate income taxes like other cor- 
porations. This tax break collectively saves the mutual fund indus- 
try billions of dollars each year. In simple terms, the statute re- 
quires that 90 percent of a mutual fund’s gross income must be de- 
rived from securities, interest, or foreign currency investments. 
That means not more than 10 percent of their income can come 
from alternatives like commodities. 

This 90-percent rule has been in place for decades. But in 2006, 
as financial engineering took hold on Wall Street, the mutual fund 
industry began pressing the IRS to permit it to use complex finan- 
cial transactions that would, in essence, enable mutual funds to get 
around the 90-percent rule and engage in commodity investments 
beyond the 10-percent limit. Dozens of individual mutual funds 
made these requests in petitions for private letter rulings. 

In response, from 2006 to 2010, the IRS issued 72 private letter 
rulings allowing the mutual funds to whom the letters were ad- 
dressed to use either wholly owned offshore corporations or finan- 


1 See Exhibit No. la which appears in the Appendix on page 44. 
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cial instruments called “commodity-linked notes” to make unre- 
stricted commodity investments, notwithstanding the 10-percent 
limit in Section 851. The IRS private letter rulings said that the 
mutual funds could treat the income from those sources not as in- 
come from a commodities investment but as income from a “securi- 
ties” investment in the stock of the company that they owned or 
in a note that was designed to avoid the restrictions of Section 851. 

For example, the IRS allowed mutual funds to establish wholly 
owned controlled foreign corporations (CFCs), whose sole function 
is to trade commodities in the futures and swaps markets. In every 
case we have examined, mutual funds have established these CFCs 
as offshore shell corporations in the Cayman Islands, the classic ex- 
ample of a tax haven. The CFCs — these offshore shell corpora- 
tions — have no offices, no employees of their own, no independent 
business operations; their commodity portfolios are run by employ- 
ees who work in the United States for the mutual fund that set up 
the offshore arrangement. For example, one mutual fund told us 
that all of the commodity investment decisions for their offshore 
corporation were made by the mutual fund’s employees in Rock- 
ville, Maryland. Another told us that all commodity trading deci- 
sions were made by their traders in New York. Still another mu- 
tual fund told us openly that their offshore commodity fund had no 
“Cayman presence,” describing it as “smoke and mirrors” to obtain 
the tax benefit. 

Now, these CFCs are corporate fictions, offshore shams, paper 
exercises whose sole purpose is to make an end run around the 
legal restrictions on commodity investments by mutual funds. At 
the same time, the IRS has issued private letter rulings explicitly 
allowing those offshore schemes. The IRS private letter rulings pro- 
vide, for example, that if a mutual fund owns the stock of the off- 
shore shell corporation that it established, it can treat income from 
commodity investments made by that offshore shell corporation and 
distributed back to the United States as income from a securities 
investment rather than a commodities investment. 

In addition, the IRS has issued private letter rulings stating that 
mutual funds can use commodity-linked notes to invest in commod- 
ities and treat the resulting income as from a securities invest- 
ment, even though the notes were created for the sole purpose of 
investing in commodities and end-running Section 851. 

Now, by treating this type of income as derived from securities 
rather than from commodities, the IRS has elevated form over sub- 
stance, enabling mutual funds to use agents as though they were 
independent actors, and to use financial engineering to do indi- 
rectly what the law does not let them do directly. The result is 
opening the door to increasing commodity speculation. 

But that is not all. In the past, under the 90-percent rule, mu- 
tual funds spent the lion’s share of their money on stocks, bonds, 
and other securities, providing needed capital for economic growth 
and for jobs. They were an engine of investment in America. But 
as the commodity spigot opens, every dollar spent on commodity 
speculation diverts money from their securities investments. So in- 
stead of investing in U.S. businesses, mutual funds will spend more 
and more increasing sums making bets on commodity price move- 
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ments. Capital investments do our economy a lot more good than 
betting on prices. 

Now, to understand the context of the issues at stake, let us take 
a look at the history of the tax law’s limits on mutual funds. When 
Federal tax breaks for mutual funds were first enacted in 1936, 
Congress adopted limits on what mutual funds could invest in. 
They allowed mutual funds to utilize income from interest, stock 
dividends, and stock sales. Commodities were not on the list of al- 
lowed investments. That was the same year, by the way, that Con- 
gress enacted the Commodities Exchange Act of 1936, the first Fed- 
eral law to control excessive speculation in commodity markets. So 
Congress was well aware of U.S. commodity markets and did not 
make commodities an allowable investment for mutual funds in 
1936. 

In 1954, Congress enacted Subchapter M of the Internal Revenue 
Code to reform taxation of mutual funds. Subchapter M again list- 
ed the types of income that mutual funds were allowed to earn in 
exchange for favorable tax treatment. That list was unchanged 
from 1936, and commodities were not on the list. 

In 1986, 50 years after the first mutual funds got started, Con- 
gress slightly expanded the types of income that a mutual fund 
could earn while retaining its tax advantages, adding investments 
in foreign currencies to investments in securities. Commodities 
were not added by Congress. The Treasury Department issued a 
letter at the time noting that it “would generally not treat as quali- 
fying income gains from trading commodities.” 

In 2010, the mutual fund industry supported an unsuccessful leg- 
islative attempt to change the Tax Code to allow mutual funds to 
make unrestricted commodity investments. As introduced in 2009, 
and passed by the House in 2010, the Regulated Investment Com- 
pany Modernization Act would have explicitly permitted mutual 
funds to utilize income from “commodities” under Section 851. But 
the Senate did not accept that provision. It was removed from the 
bill which only then was approved by the Senate. Removal of the 
commodities provision was, in fact, the only change made in the 
House-passed bill. The bill was sent back to the House which 
agreed to the bill as amended by the Senate. So the short story is 
that Congress did not agree to adding commodities to the list of ac- 
ceptable income for mutual funds under the 90-percent rule. If the 
industry wants to try again to change the law to allow more com- 
modity investments by mutual funds, the change needs to be con- 
sidered not by private letter rulings or regulation, but by Congress 
after a full debate of the pros and cons. 

Six months after Congress made its decision in that Moderniza- 
tion Act, in June 2011, the IRS suspended its issuance of new pri- 
vate letter rulings in this area so it could review the underlying 
policy issues. Later in the year, Senator Coburn and I sent a joint 
letter to the Treasury and the IRS asking the IRS “to permanently 
halt the further issuance of [the] private letter rulings.” And our 
letter is Hearing Exhibit Id. 1 

Now, some have suggested that the IRS ought to allow mutual 
funds to use offshore corporations to make commodity investments 


^ee Exhibit No. Id which appears in the Appendix on page 51. 
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based on the court case known as Moline Properties, which re- 
quired the IRS to recognize a certain corporate structure. But in 
Moline Properties, the Supreme Court stated that, “in matters re- 
lating to the revenue, the corporate form may be disregarded where 
it is a sham or unreal.” The Cayman corporations being used for 
mutual fund commodity investments have no employees, no place 
of business, no profits of their own, and no obvious nontax purpose. 
There is no office, other than mailboxes. They are exactly the type 
of sham corporations that the Supreme Court said that the IRS can 
disregard. 

Now, another relevant event is the 2010 congressional codifica- 
tion of the economic substance doctrine which permits the IRS to 
disregard transactions that have no substantial nontax purpose. 
Mutual funds have not offered any substantial business or eco- 
nomic purpose for considering these offshore CFCs or constructing 
commodity-linked notes. Their only purpose is to serve the mutual 
funds’ effort to recharacterize the resulting income as derived from 
“securities” so that they can make unlimited commodity invest- 
ments while retaining their privileged tax status. A Tax Notes 
analysis by two tax practitioners, Hearing Exhibit 3d, 1 observed 
that “it is hard to imagine that there could be a nontax purpose 
outweighing the tax purpose on the facts of the rulings.” 

Now, finally, there is a long line of cases and private letter rul- 
ings in which Federal courts have upheld the IRS’ efforts to go 
after sham corporations or transactions which have no purpose 
other than tax avoidance or which serve only as conduits for par- 
ties seeking to avoid taxation. They include cases like Gregory v. 
Helvering, Aldon Homes, Aiken Industries, and the recent case of 
Southgate Master Fund. In Southgate, the Fifth Circuit, citing nu- 
merous precedents, wrote the following: 

“The starting point for our analysis is the cardinal principle of 
income taxation: a transaction’s tax consequences depend on its 
substance, not its form. This principle ‘is no schoolboy’s rule; it is 
the cornerstone of sound taxation[.]’” The court wrote: “This 
foundational principle finds its voice in the judicial anti-abuse doc- 
trines, which ‘prevent taxpayers from subverting the legislative 
purpose of the tax code by engaging in transactions that are ficti- 
tious or lack economic reality simply to reap a tax benefit.’ ” 

One of the issues we are going to explore today is why the IRS 
did not follow that approach when analyzing requests by the mu- 
tual funds to use offshore corporations and structured notes to 
make their commodity investments. By issuing the private letter 
rulings that it has issued in the mutual fund area, the IRS is un- 
dermining its own longstanding efforts to go after sham corpora- 
tions and transactions that are used to avoid paying a tax. 

These are not arcane issues; they raise fundamental issues af- 
fecting our economic future, the functioning of our Tax Code, and 
the use of offshore schemes and financial engineering to avoid our 
tax laws. The IRS private letter rulings have unleashed a new flood 
of speculative commodity investments that are damaging to Amer- 
ican families, businesses, and our economy. Commodity speculation 
that contributes to $4-a-gallon gasoline is no joke, and neither is 


^ee Exhibit No. 3d which appears in the Appendix on page 81. 
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a tax policy that threatens to fuel a new explosion in speculation 
in commodities. The IRS letter rulings enable U.S. firms to use off- 
shore shell corporations and financially engineered notes to make 
commodity investments, despite longstanding Tax Code restric- 
tions, and it sets precedents that eat away at the integrity of our 
Tax Code. We should not just stand by and let that happen. 

Today’s oversight hearing is intended to address these concerns. 
We will be hearing from IRS Commissioner Douglas Shulman and 
Emily McMahon, who is the Acting Assistant Secretary of the 
Treasury for the Office of Tax Policy, two of the most senior tax 
officials in the Administration. We thank them for their presence. 
We are grateful that you were able to be here with us today. 

I now invite our Ranking Member, Dr. Coburn, to share his 
views. 


OPENING STATEMENT OF SENATOR COBURN 

Senator Coburn. Thank you, Mr. Chairman, and thank you all 
for being here. Some points. 

There is no definition of “excessive speculation.” We live in global 
markets. The price of oil does not have anything to do with what 
the speculation on the Chicago Board of Exchange is right now be- 
cause there is a worldwide market for oil, and with the click of a 
computer button, you can trade that — whether you trade here or 
you trade in London or you trade in Paris or you trade in Abu 
Dhabi. 

The fact is we have seen what we think is something that goes 
around the intention of what Congress has created in terms of mu- 
tual funds and the greater risk that is associated with commodity 
speculation. And with that, Mr. Chairman, I agree. 

The second point is tax avoidance is not illegal. Tax evasion is, 
and we need to keep that in mind as we look at it. I do not know 
what the answer is to the questions that have been raised today 
and the ultimate answer in terms of the letters that you have 
granted. But I know a couple things are true. One is that we need 
to continue to have the freest and fairest and open markets we can 
have to have the best price discovery, and speculation is a signifi- 
cant component of that. I have asked multiple panels before me 
what excessive speculation is, and I have never been able to get an 
answer to that. The fact is that worldwide demand is growing for 
almost everything that is listed on our commodity exchanges and 
some of the commodity exchanges throughout the world. But the 
fact is we do not price just in our country commodities. They are 
priced based on worldwide demand. 

So my hope is as we go through this — I agree with the Chair- 
man. If our intent is not to allow a mutual fund to speculate in 
commodities, then we should not be allowing the mutual funds so 
that the consumer knows that. That is one. But that will not stop 
speculation in commodities because they will just go somewhere 
else if they are intent on doing that. So I think it is important we 
keep in mind that we are going to have minimal effect, even if we 
come to a conclusion through this hearing, on what is going to be 
the ultimate outcome in terms of speculative behavior in the world 
because we no longer are isolated just in our country. 
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I think it is true that we ought to have much more transparency 
and straightforwardness about what our intent is. And so I thank 
you for being here. My hope is that we can have a better under- 
standing of what has happened, what needs to happen, and what 
we might need to do to achieve that transparency in light of the 
fact that we know we are in a world market and that money is 
going to go where the greatest return is based on what the risk is. 
And where I would agree with the Chairman, is I think we need 
to make sure that people know who are investing in these mutual 
funds that are not speculating commodities what the significant 
risk is. And it is my belief they do know that now, but I think we 
have an obligation to make sure that is the case. 

I yield back. 

Senator Levin. Thank you very much, Dr. Coburn, for your work 
and the work of your staff in this matter. It is our joint intent that 
even though there may not be consensus on the effect of specula- 
tion, that there is consensus that our laws are intended to be fol- 
lowed, and they cannot be and should not be run around by sham 
transactions. 

I now want to welcome our witnesses for this morning’s hearing: 
Doug Shulman, who is the Commissioner of the Internal Revenue 
Service, and Emily McMahon, the Acting Assistant Secretary for 
Tax Policy for the Department of the Treasury. 

Commissioner Shulman, I want to thank you for being here 
again today. You have testified before this Subcommittee in the 
past. We welcome you back, and we are always pleased to have 
you. 

Ms. McMahon, I think this may be your first appearance, and we 
give you a warm welcome as well. 

Pursuant to Rule VI, all witnesses who testify before the Sub- 
committee are required to be sworn. At this time I would ask you 
then to please stand and raise your right hand. Do you swear that 
the testimony you are about to give will be the truth, the whole 
truth, and nothing but the truth, so help you, God? 

Mr. Shulman. I do. 

Ms. McMahon. I do. 

Senator Levin. We will use our traditional timing system today, 
and please limit your oral testimony to 10 minutes. At a minute 
before that 10-minute period runs out, you will be given a signal 
by a yellow light a minute before the red light comes on, which will 
give you an opportunity to conclude your remarks. 

Commissioner Shulman, we will have you go first, and after we 
have heard your testimony and Ms. McMahon’s testimony, we will 
then proceed to questions. 

TESTIMONY OF HON. DOUGLAS H. SHULMAN , 1 
COMMISSIONER, INTERNAL REVENUE SERVICE 

Mr. Shulman. Thank you, Chairman Levin and Ranking Mem- 
ber Coburn. I appreciate having the opportunity to testify before 
the SubcCommittee on the issue of regulated investment compa- 
nies, or RICs, investing in commodities. 


ir The prepared statement of Mr. Shulman appears in the Appendix on page 36. 
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Let me start by explaining that the IRS is involved in this issue 
because it is charged with, as the Chairman said, providing guid- 
ance to taxpayers as to whether investments that RICs choose to 
make will produce qualifying RIC income, as defined by the tax 
law. 

In order to maintain its tax status, a RIC must derive 90 percent 
of its income from investments that meet the qualifications of Sec- 
tion 851 of the Code, which generally requires investments be re- 
lated to stock, securities, or foreign currencies. The term “securi- 
ties” is specifically defined in the Tax Code in Section 851 by cross- 
reference to the definition of that same term in the Investment 
Company Act of 1940. 

It is the scope of that definition of the word “security” — and par- 
ticularly its application to investments providing indirect exposure 
to commodities — that has been the focus of the 70 or so private let- 
ter rulings that are the subject of this hearing. 

Now, while I was not at the agency at the time our position was 
first established and did not participate in any of the decisions 
about our position or the private letter ruling process in the past, 
it may be useful for me to provide a brief explanation of how the 
IRS arrived at the position reflected in the private letter rulings 
and then summarize the IRS’s posture on this issue today. 

In 2005, some RICs started, to guidance from the IRS, as to 
whether certain investments made to achieve exposure to com- 
modity prices would qualify for the 90-percent income test. The IRS 
was unable to find any authoritative guidance on the proper scope 
of the definition of “security” from either the Securities and Ex- 
change Commission or the Commodity Futures Trading Commis- 
sion. 

This situation resulted in the IRS being asked to issue private 
letter rulings addressing specific proposed RIC commodity-related 
investments based on the IRS’s own best interpretation of the tax 
law, including the cross-references to the 1940 Act. Private letter 
rulings were issued on this subject starting in 2006. As you said, 
they were issued on two basic structures: structured notes and in- 
vestments in controlled foreign corporations. I have attached de- 
tails of our counsel’s analysis of this issue to my written testimony 
to give you a better sense of their analysis. 

Last summer, though, as you mentioned, the IRS decided to stop 
issuing private letter rulings until our staff could look at the over- 
all set of issues and consider guidance of broader applicability. 
That is where we are today. 

Mr. Chairman, I want to just close by stating that I am confident 
that our staff did its best to interpret a difficult set of tax law pro- 
visions. And while I believe that their conclusions were reasonable 
in the context of an unclear statute, at the agency we have an open 
mind on this issue. The fact that we suspended private letter rul- 
ings last summer allows the opportunity for us to take a fresh look 
at this issue. 

You have raised important policy and legal questions that I as- 
sure you will be fully considered as we determine the appropriate 
next steps. 

So with that, that ends my testimony, and I will obviously be 
happy to answer questions when the time comes. 
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Senator Levin. Thank you very much, Commissioner. Secretary 
McMahon. 

TESTIMONY OF EMILY S. MCMAHON , 1 ACTING ASSISTANT 

SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE 

TREASURY 

Ms. McMahon. Thank you, Chairman Levin and Ranking Mem- 
ber Coburn. I appreciate the opportunity to testify today on the 
issue of investments in commodities by regulated investment com- 
panies. 

Commissioner Shulman’s testimony describes a series of private 
letter rulings issued by the Internal Revenue Service on this sub- 
ject. I would like to begin by describing the role of the Treasury 
Department in the private letter ruling and published guidance 
process. 

A private letter ruling is a determination issued by the IRS to 
a particular taxpayer that interprets and applies the tax laws to 
the taxpayer’s particular set of facts. As a matter of policy and 
practice, the Treasury Department does not participate in the con- 
sideration or issuance of private letter rulings by the IRS. More- 
over, other than in highly unusual circumstances, Treasury Depart- 
ment personnel do not know which taxpayers have requested or re- 
ceived private letter rulings. Treasury Department personnel be- 
come aware of the issuance of a private letter ruling only when 
that ruling is eventually issued to the public by the IRS in redacted 
form. Consistent with that policy and practice, the Treasury De- 
partment did not participate in the formulation, or review or over- 
see the issuance, of any of the private letter rulings addressing 
commodity-related investments by RICs. Nor has the Treasury De- 
partment studied the effect of the private letter rulings on the mu- 
tual fund industry. 

The Office of Tax Policy is actively involved, however, in the de- 
velopment of published guidance, including both tax regulations 
and other administrative guidance published in the Internal Rev- 
enue Bulletin. In this capacity, Treasury personnel participate in 
the development of the substantive law that private letter rulings 
reflect. 

Thus, in 2005 and 2006, Treasury Department personnel did par- 
ticipate in the development of two published revenue rulings that 
address commodity-related investments by a RIC. These revenue 
rulings, 2006-1 and 2006-31, are described in more detail in Com- 
missioner Shulman’s written testimony. Subsequent to those rev- 
enue rulings, the IRS and Treasury Department periodically dis- 
cussed the possibility of additional guidance in this area as a po- 
tential candidate for the Priority Guidance Plan. 

As stated in Commissioner Shulman’s testimony, the IRS has 
suspended the issuance of private letter rulings addressing com- 
modity-related investments by RICs. Treasury Department per- 
sonnel were not involved in that decision. 

Subsequent to the suspension, the Investment Company Institute 
(ICI) called several members of the staff of the Office of Tax Policy 
to ask why the IRS issuance of rulings had been suspended and 


lr The prepared statement of Ms. McMahon appears in the Appendix on page 42. 
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what the future might hold. Treasury staff could not, and did not, 
provide answers to those questions. On September 28, 2011, at the 
ICI’s request, ICI representatives met with Treasury and IRS per- 
sonnel to discuss ICI proposals for published guidance that would 
permit commodity-related investments by RICs. 

The Treasury Department and IRS are currently considering the 
possibility of issuing published guidance on this subject. 

The Subcommittee’s letter inviting me to testify at this hearing 
stated that the Regulated Investment Company Modernization Act 
of 2010 “reaffirmed [Congress’] intent to exclude commodities from 
mutual funds’ qualifying income under Section 851.” The House 
version of the bill, H.R. 4337, would have expanded the definition 
of qualifying income to include income derived from direct or indi- 
rect exposure to commodities. However, that amendment to the 
definition was removed from the bill before enactment, leaving un- 
changed the statutory provisions upon which the IRS revenue rul- 
ings and private letter rulings were based. Under those provisions, 
the definition of qualifying income is linked to the 1940 Act defini- 
tion of “security,” and income derived from such securities is not 
explicitly excluded from qualifying income merely because it re- 
flects exposure to commodity prices. 

Under Section 7701 of the Internal Revenue Code, whenever the 
economic substance doctrine is relevant to a transaction, the trans- 
action is treated as having economic substance only if, as a factual 
matter, the transaction changes in a meaningful way the tax- 
payer’s economic position and the taxpayer has a substantial 
nontax purpose for entering into the transaction. These questions 
are inherently factual. The private letter rulings issued by the IRS 
do not address the potential application of the economic substance 
doctrine, and the Treasury Department does not have independent 
knowledge of the facts underlying the rulings. Therefore, we cannot 
express a view on the application of Section 7701(o) to the trans- 
actions described in the private letter rulings. 

Finally, I would note that the extent to which investors should 
be able to obtain exposure to commodity price fluctuations through 
investments in RICs is not fundamentally a tax policy issue. The 
Code provisions in question do raise, however, the issue of whether 
the Treasury Department and the IRS should be required to inter- 
pret a nontax statute — in this case, the 1940 Act — that does not 
otherwise fall within their jurisdiction in order to determine the 
availability of favorable tax treatment under the Code. The Securi- 
ties and Exchange Commission has not issued any guidance of 
which we are aware that addresses the financial instruments de- 
scribed in the IRS private letter rulings, whether those financial 
instruments are securities for 1940 Act purposes, as required to 
produce qualifying income. At the same time, we are not aware of 
any action the SEC has taken to preclude RICs from making those 
investments. Administering the relevant Code provisions under 
these circumstances is challenging from both a practical and a pol- 
icy perspective. 

Thank you, and I look forward to taking your questions. 

Senator Levin. Thank you, Ms. McMahon. 

First, a short bit on the impact of speculation in commodities on 
our cost of gasoline, and then I am going to get to really what is 
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the part of this where I think that Senator Coburn and I agree. We 
obviously do not agree on the question of whether or not specula- 
tion has an impact on commodity prices. We have different points 
of view on it. Fair enough. We have had hearings on the subject. 
People have different opinions of the subject. But where we do not 
have different opinions is on the question of whether or not we can 
tolerate sham corporations in the Caymans being used to avoid the 
tax laws of this country. But first just a bit on commodity prices. 

Take a look at Exhibit 8, 1 if you both would. We are going to put 
it up for you as well, but it is in your book. It is a chart reflecting 
commodity index prices for fuel, food, and metals going back 20 
years. You can see on this chart that until about 2002, the prices 
were relatively stable. But beginning in 2002, about 10 years ago, 
prices began to get more volatile and started to climb. The year 
2002 is also about the time when investments in commodity index 
funds started to become popular. The chart shows a crash in prices 
in 2008 during the financial crisis, but you can see that the prices 
never fall back to the pre-2002 level, and since May 2009, prices 
have again increased dramatically, approaching record levels. 

Now, this chart, by the way, was put together by a data analysis 
firm called Index Mundi using IMF data, and it is, again, part of 
the exhibits here and will be made part of the record. 

Now, the real question that we need to confront and you folks 
needs to confront, and I very much welcome your testimony, Com- 
missioner, that you are willing to take a fresh look at this despite 
those letters that have been issued, is the moratorium, which you 
issued in June 2010, which was good news. That is the status quo, 
a moratorium, and our request in a letter that we have written 
you, a joint letter from Dr. Coburn and myself, asked that you 
make that moratorium permanent. 

Are there nontax purposes for these transactions that the off- 
shore tax havens are making and then transferring the proceeds to 
their parent corporation? 

What your letters do is state that mutual funds can set up a for- 
eign corporation it controls whose sole purpose is to invest in com- 
modities. If the mutual funds own that stock, which they do, they 
can treat the distribution of income from that wholly owned off- 
shore shell corporation as income derived with respect to a mutual 
fund’s “business of investing in securities” rather than as a com- 
modities investment. 

Now, that means that the mutual fund can treat the offshore 
shell company’s income as meeting the 90-percent test in Section 
851 and outside of the 10-percent limit on alternative investments. 

Now, here is what we have learned. We have learned that these 
offshore shell corporations, these wholly owned subsidiaries estab- 
lished by the mutual funds, are in every case wholly owned Cay- 
man Island corporations. They are shells. No physical offices, no 
employees of their own, no independent operations. The mutual 
fund’s U.S. employees run their commodities portfolios from their 
U.S. offices. There are no offices in the Cayman Islands with people 
that are making decisions on what these CFCs do. 


1 See Exhibit No. 8 which appears in the Appendix on page 195. 
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One mutual fund told us that all of the commodity investment 
decisions come from their Rockville, Maryland, office, as I said. And 
another one acknowledged that there is no Cayman presence; it is 
just “smoke and mirrors,” in their words, to obtain the tax benefit. 

All of the profits and losses by their offshore shells are returned 
to the mutual funds that own them here in the United States. No 
income is kept offshore, no U.S. taxes are evaded. That is not the 
issue here. The income is returned, and when we say no taxes are 
evaded here, of course, there is a tax which would apply to mutual 
funds if they violate the 90-percent rule, so that is really the ques- 
tion here. It is not an evasion issue, as Senator Coburn points out. 
It is an avoidance issue by use of shell corporations which have no 
purpose, no business purpose, no nontax purpose at all. 

Now, clearly — and I think, Commissioner, you will agree with 
this — if the offshore shell corporation did not return the income, 
the mutual fund would lose its favored tax status. So the mutual 
funds try to ensure that that income is returned to the United 
States, which is further proof that it is nothing but a shell corpora- 
tion. 

Now, the facts indicate — and the mutual funds acknowledge this, 
by the way — that these shell corporations are paper exercises, 
which the mutual funds use to make commodity investments. They 
characterize the resulting income as being derived from the busi- 
ness of investing in securities, however, instead of commodities in- 
vestments. 

Now, issuing these letters and then approving of this offshore 
gimmick means that the IRS is elevating form over substance. Mu- 
tual funds are not investing in their offshore shells. They are run- 
ning them. They are using a sham or a conduit to do indirectly 
what they cannot do directly by law. 

Now, you have a line of cases where the courts have supported 
the IRS when you have refused to recognize sham corporations. 
You have a number of private letter rulings where you have not 
recognized sham corporations. In one private letter ruling in 
2001 — citing the Moline case, by the way — the IRS advises tax- 
payers that “a parent corporation and its subsidiary are separate 
taxable entities unless the subsidiary is a sham or acts as a mere 
agent of the parent.” For 80 years you have been fighting to be able 
to disregard sham corporations. The IRS has tried to disregard 
them where there is no nontax purpose in their creation. 

So here we have wholly owned corporate shells, no employees, no 
place of business, no independent operations, no income that is not 
turned over to the U.S. parent. The shell is typically run by the 
mutual fund’s own employees here in the United States who con- 
trol the commodity portfolio. 

In Gregory v. Helvering, the Supreme Court warns against exalt- 
ing artifice above reality. 

In Southgate, the Fifth Circuit says the tax consequences of a 
transaction are determined based on the underlying substance of 
the transaction rather than its legal form. 

The issue here is not whether or not the offshore corporation’s 
stock is a security. That is not the issue here. Whatever definition 
of “security” you want to take, whether or not it has been defined 
by the SEC, whether it is defined by the CFTC, that is not the 
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issue. Of course, it is a security. It is stock. The issue is whether 
or not the offshore corporation which issues that security and 
transfers it to its parent is a sham corporation with no substantial 
nontax purpose. The issue is whether the offshore shell is a conduit 
that the IRS can and should disregard to ensure compliance with 
Section 851. So we do not have to debate what constitutes a secu- 
rity here. That is stock. That is not the issue. 

Now, Commissioner, let me ask you this question: If a mutual 
fund were to violate the income restrictions of Section 851, the tax 
consequences would be, would they not, that the fund would have 
to pay up to 35 percent in corporate income taxes on its income. 

Mr. Shulman. Yes, I think that is correct. I think, generally, 
that is correct. The way you get not taxed at the entity level is by 
meeting the restrictions. I think in practice mutual funds all meet 
it, or else they would not be a mutual fund, and they would set up 
a structure another way. So there is generally not taxes coming in 
from these things as they blow through their 90 percent. They ei- 
ther set it up this way or they do not, unless the allocation shifts 
unexpectedly during the year. 

Senator Levin. But you do agree that if they violated those in- 
come restrictions in that Tax Code Section 851, they would then 
have to pay the corporate income tax? 

Mr. Shulman. Yes. 

Senator Levin. Now, do you both agree that if a mutual fund 
bought and sold commodity futures or a commodity swap — in other 
words, if a mutual fund made a direct investment in commodities, 
the income from those investments would not qualify as income 
from securities or interest or foreign currencies under the 90-per- 
cent income in Section 851? 

Ms. McMahon. Yes, I would agree with that. Yes. 

Senator Levin. All right. So now the question is whether or not 
they can avoid that impact by creating a shell corporation, which 
everyone agrees is a paper corporation with no business purpose, 
no economic purpose down in the Caymans. The question is wheth- 
er or not by creating that corporation and just having the stock of 
that corporation transfer to them that converts it somehow magi- 
cally into a securities transaction. 

Now, why do you think mutual funds are setting up these cor- 
porations offshore rather than here in the United States? Commis- 
sioner Shulman. 

Mr. Shulman. Well, I think they are setting up these structures 
to get some commodity exposure. 

Senator Levin. To be able to invest in commodities, which they 
are restricted from doing in Section 851? 

Mr. Shulman. Well, they are setting them up to get some expo- 
sure to commodities and trying to do in a way that meets the test 
in the tax law. 

Senator Levin. And avoids any Section 851 violation. 

Mr. Shulman. Sure, it would. 

Senator Levin. OK. Now, if they used a wholly owned U.S. cor- 
poration to do the commodity investing, would that corporation’s 
profits then be subject to U.S. tax? 

Mr. Shulman. I assume so, depending on the structures. 
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Senator Levin. So a Cayman corporation is not subject to U.S. 
tax or any other corporate income tax, so they can accumulate and 
invest money more quickly than corporations which do pay taxes. 
So as you say, the reason that they are doing this is so that they 
can avoid a conflict with Section 851. If they directly invested in 
commodities, they would then be subject to the limitations of Sec- 
tion 851. 

Now, the question that then raises is: Did the IRS ask the mu- 
tual funds who created the shell corporations in the Caymans 
whether there was a business purpose other than tax avoidance? 
Was that asked of them when they requested the letter? 

Mr. Shulman. As I said, I was not involved in the private letter 
rulings. Actually, I did not focus on this issue until after we sus- 
pended them. So I do not know what was asked. 

Senator Levin. Can you look back and check that? 

Mr. Shulman. Yes. 1 

Senator Levin. OK. 

Senator Levin. Now, does the IRS care about people circum- 
venting our tax laws through the use of shell/sham corporations off- 
shore? 

Mr. Shulman. The answer is yes, let me just give you a little fur- 
ther analysis on that. You had asked about economic substance and 
why we didn’t attack this under the economic substance rule, and 
you quoted some of the cases we have been involved in. 

One, as I think you rightly pointed out, this agency has been 
very aggressive attacking sham corporations that are trying to use 
the Code in ways that are not permissible to lower taxes in the 
United States. We typically raise this doctrine for structures de- 
signed to lower tax, such as phony losses, inflated bases, and that 
is where we have gone to court, and that is where most of the com- 
mon law comes from. 

In this case, I would argue that we should have the debate that 
you have put on the table. Does the Code allow investment in con- 
trolled foreign corporations that then invest in some sort of a com- 
modity-related investment, which is very different because there is 
no tax being avoided. There is tax paid on those investments in the 
United States by the mutual fund’s shareholders, just as if those 
mutual fund’s shareholders were not in a mutual fund and were in- 
vesting directly in commodities. 

Senator Levin. Well, isn’t the tax that is being avoided the cor- 
porate tax which would be triggered if it was not qualified income 
under Section 851? 

Mr. Shulman. As I said before, the activity would not happen, 
and that is legitimate. 

Senator Levin. Now, that is a different point. If the IRS said 
that activity that you just have engaged in, creating a shell cor- 
poration with no nontax purpose, that sham business, that income 
is going to count under Section 851. If you told them that and they 
still did it, they would have to pay a corporate tax in the United 
States, right? 

Mr. Shulman. Sure, but I guess what I am saying is 

Senator Levin. You do not think they will do it. 


1 See Exhibit No. 9 which appears in the Appendix on page 196. 
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Mr. Shulman. My guess is they would not do it. 

Senator Levin. That proves that tax avoidance is their purpose, 
which is exactly our point. That is the proof of it, that they would 
not engage in that transaction if, in fact, it had the result under 
the law. So avoiding that tax is their goal, and the question is: Can 
they use a sham corporation, a shell corporation in the Caymans 
that has no business purpose, no economic purpose, can they use 
it to achieve that goal? And your letter says, “Yes, you can use” — 
or, “We are not even going to ask. We are not going to ask you 
whether or not that shell corporation has any business purpose.” 
I do not know that. You are going to check that out for me as to 
whether or not you asked the question. 

But, my heavens, if the IRS is fighting against these offshore 
shell corporations, how do we look the other way? How do we give 
a green light to the use of them to qualify this kind of investment 
under our Tax Code? It so totally runs contrary to what you are 
fighting for, which is do not use these shell corporations offshore 
for any nontax purpose; we are going to pierce this veil. That is 
what you fight for. And yet you write a letter — not you but your 
predecessors — that says either, “We are not going to ask you if 
there is any business purpose to this,” or, “We know there is no 
business purpose to it, but technically that can be considered a se- 
curity, the stock which is issued by your wholly owned corporation, 
with no people down there, no presence down there. We are going 
to count that as a security for the purpose of Section 851, even 
though it is based on a totally shell/sham corporation.” That runs 
inconsistent with your effort to pierce those shell corporations. 

Mr. Shulman. Yes, what I am trying to do is distinguish — I will 
repeat, we have suspended the private letter rulings, we are open 
to this, and there are a whole bunch of points you have made that 
you have written to us that we are going to take very seriously as 
we figure out where to go forward. So that is the state of play. 

What I am trying to distinguish is that a very specific issue with 
people who came forward and asked about the technical reading of 
the law. There are lots of places where the corporate form is re- 
spected in the tax law, and what we try to do is analyze what is 
the right reading of the law, would it be sustained in the courts, 
etc. 

I think I am just trying to move away from a broad generaliza- 
tion about our approach. We have been very aggressive with sham 
corporations that are designed to lower taxes, and keep this as a 
narrow discussion about corporations and mutual funds trying to 
get commodity exposure, which I think was their purpose, not to 
avoid tax because the tax flows through. 

Senator Levin. Well, it is designed to avoid triggering a tax. 

Mr. Shulman. I do not want to insult you by repeating it, but 
as I have said, those taxes are never triggered. They either would 
have set up this thing or not. 

Senator Levin. They want to avoid triggering the taxes, right? 

Mr. Shulman. That is not how I would look at it. 

Senator Levin. They want to avoid triggering a tax? You do not 
think that is the whole purpose here, they want to avoid triggering 
a tax? 

Mr. Shulman. Well, they just want to set up 
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Senator Levin. They want to have their cake, which is investing 
in commodities, and eat it, too, by not paying what the tax would 
be if they did that directly in the United States. 

Mr. Shulman. They want to invest in commodities 

Senator Levin. That is their open goal, for heaven’s sake. They 
acknowledge that is what their goal is. The question is whether the 
IRS is going to tolerate the use of those shell corporations to 
achieve that goal or whether or not they ought to come to Congress 
and change the law. That is the question. 

Mr. Shulman. Right. 

Senator Levin. When you put your imprimatur on that, it does 
not undermine your efforts, your important efforts, sometimes he- 
roic efforts, sometimes against great odds, to pierce the veil of 
these phony shell corporations in the Caymans and other offshore 
tax havens. That is what is created here for you. That is the head- 
ache you are creating for yourself. It may be slightly different. It 
is not where they are trying to get a tax reduction. It may be where 
they are trying to avoid triggering a tax. But the outcome is exactly 
the same. You are putting your stamp of approval in these letters. 
Thank God now there is a moratorium, but you put your stamp of 
approval on a mechanism which is inconsistent with what you are 
arguing in so many cases, very properly, that you are not going to 
be deterred from the use of sham transactions. That is what the 
stakes are here. 

Do you want to comment? I am going to call on my colleagues. 

Mr. Shulman. No, I mean, my comment would be similar to 
what I said before, which is as Commissioner of the IRS, an agency 
that has been very aggressive attacking a lot of corporations 
around issues of economic substance. I want to be very clear for the 
record that the private letter rulings that we issued that only per- 
tain and can only be relied on by the one company that we issue 
it to, not broad applicability, are not precedent and in no way 
speak about the other attacks that we have around the economic 
substance doctrine. So that is what I am trying to say. 

Senator Levin. Thank you, Commissioner. Senator Carper. 

OPENING STATEMENT OF SENATOR CARPER 

Senator Carper. Thanks, Mr. Chairman. 

Ms. McMahon, I sort of join this in mid-flight. Just explain to me 
what do you think the Chairman is up to here. What is he driving 
at? How would you describe it? 

Ms. McMahon. As I understand it, the Chairman has several 
concerns: generally the question of whether mutual funds, RICs, 
should be allowed to have commodity exposure. I think our view on 
that broader question is that that is not a tax policy question per 
se, and we are not experts on that topic. 

However, there is a second question as to whether the tax law 
as it currently exists should be interpreted in a manner that would 
facilitate or permit mutual funds to have indirect commodity expo- 
sure, and I understand that Chairman Levin is concerned that our 
interpretation, the IRS interpretation, of the existing law has inap- 
propriately facilitated commodity exposure, RICs’ obtaining com- 
modity exposure. 
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I think the statutory language that we are looking at is not very 
clear on this question, and because of that the IRS has been placed 
in a difficult position of trying to determine what the limits may 
or may not be on these investments. I think their interpretation so 
far has been a reasonable one under the circumstances, but I would 
echo Commissioner Shulman’s statement that we have an open 
mind on this question, and we are thinking very hard about the 
points that have been raised here today. 

Senator Carper. Mr. Shulman, is that a fair characterization of 
what Senator Levin is aiming at here? 

Mr. Shulman. It sounded good, but I generally do not charac- 
terize Chairmen’s statements and thoughts. 

Ms. McMahon. I would not have done so either if I had not been 
asked to do so. [Laughter.] 

Mr. Shulman. It was a good job. 

Senator Carper. My next question is of the Chairman: How did 
she do? What do you think? 

Senator Levin. Well, she was pretty close on number two. Num- 
ber one really is something this Subcommittee has looked into, the 
first issue she raised about the impact of speculation on commodity 
prices. But you can agree — and Dr. Coburn does not have the same 
view I do on that issue. But where Dr. Coburn and I have agreed 
and sent a letter to the IRS is that the moratorium on these letters 
which they have sent, which gives the green light to specific mu- 
tual funds to proceed in this area, runs right into a number of doc- 
trines. One is the law which specifies what the mutual funds can 
use for interest and income. But, second, it runs head on into what 
the IRS is fighting for, which is to pierce these phony corporations 
offshore who have no nontax purpose, and that is what the issue 
is here. There is a moratorium on these, which we are grateful for, 
from about a year and a half ago I guess now. Our letter requests 
that it be made permanent. 

You can argue the first issue. People will disagree on commod- 
ities and whether or not speculation in commodities has an effect 
on price, and what the effect is. The Commodity Futures Trading 
Commission Commissioner says, sure, there is an effect on price. 
We put charts up showing the effect. But whether that is true or 
not, I think we all agree — and the Commissioner and the Secretary 
agree here — that we cannot permit sham transactions to lead to tax 
avoidance. That is the issue here. 

Senator Carper. Do you concur with that, Mr. Shulman? 

Mr. Shulman. Yes, we have been aggressive, using the economic 
substance doctrine for corporations that we think do not meet the 
test of the doctrine, and would be sustained in the courts, are used 
to lower taxes. 

Senator Carper. All right. What advice do you have for us? This 
is a question for both of you. 

Mr. Shulman. I think the simplest advice is I would agree, the 
IRS does not like being in a position where the law is unclear and 
it has to go and make interpretations. The best thing that could 
happen with this debate is if the outcome desired is the outcome 
that this Subcommittee has been discussing in the letter, is to get 
clarity in the law and have Congress pass the law and get clear 
one way or the other. Absent that, we are going to be forced to be 
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in this uncomfortable position of doing what we do all the time 
with a grossly complex law. This is having to make interpretations 
about what is the best reading of the law, what will be sustained 
in the courts, that is what we will do. 

As the Chairman noted, we stopped issuing these private letter 
rulings, and we think there needs to be either law, preferably, but 
in the absence of law, guidance of general applicability that can be 
relied on across the industry and stop taking these one-off with 
very specific fact patterns and moving forward in that direction. 

Senator Carper. In my old job as governor of Delaware, from 
time to time we would suggest to the legislature what tax law 
changes we thought should be made to provide clarity in areas like 
this. Has this Administration provided similar guidance to us in 
the form of recommended legislation to address these issues? 

Ms. McMahon. Senator, I do not believe that we have rec- 
ommended a particular clarification one way or another on this 
point. 

Senator Carper. Could I just ask if that is the case, then why 
not? 

Ms. McMahon. Well, I think that, as I said earlier, there is a 
fundamental question, which is not a tax question, as to whether 
RICs should or should not be permitted to have commodity expo- 
sure. That is not something that we as tax experts can answer. I 
think once that question has been answered one way or another, 
it would be very helpful to have the tax law clarified to be con- 
sistent with the conclusion on that question. But we, the Treasury 
Department, have not so far expressed a view, I believe, on the 

Senator Carper. Has some other part of the Administration that 
owns that issued — have they said 

Ms. McMahon. Well, I think that question is fundamentally the 
responsibility of the CFTC or SEC. 

Senator Carper. All right. Do any other tax-exempt entities use 
controlled foreign corporations to gain exposure to certain invest- 
ments? 

Ms. McMahon. Yes, Senator. 

Senator Carper. Could you talk about that just for a little bit, 
please? 

Ms. McMahon. Well, it is fairly common for tax-exempt entities 
that invest in various types of private equity or other investment 
funds to invest in those funds through offshore corporations in 
order to avoid possible taxation under the unrelated business in- 
come tax rules. 

Senator Carper. OK. A second but related line of questions is: 
Can mutual funds only gain access to commodities through these 
controlled foreign corporations or commodity-linked notes? Is that 
pretty much it? 

Ms. McMahon. I am not aware of other ways in which they 
might. 

Senator Carper. Mr. Shulman, are you? 

Mr. Shulman. I think there is a variety of ways that I am aware 
of, and let me just clarify for you. This is an issue that I studied 
up on as part of this hearing. It is not one I was involved with. I 
am just moving into it. But I think there are controlled foreign cor- 
porations, there are the structured notes. I think mutual funds can 
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invest in partnerships if they wish to, but all these things get com- 
plicated with tax structuring. There are qualified publicly traded 
partnerships that are available to invest in. So there is a variety 
of vehicles, but from my understanding, the predominant way is 
through these two — the structured notes and the controlled foreign 
corporations, which were the subject of the private letter rulings. 

Senator Carper. Let me see if I understand this. We have these 
mutual funds that are, if you will, investing in commodities. They 
are not doing it here through corporations in the United States, so 
States that are interested in — and all States are interested in hav- 
ing corporations register in them, including Delaware. But what we 
have is a situation where instead of these mutual funds estab- 
lishing or investing in corporations here in America, registered in 
one of our 50 States, and presumably taxes being paid to the Fed- 
eral Government for those investments, we encourage that activity 
to take place outside of this country in places like the Cayman Is- 
lands, and corporations from which States derive no value, no in- 
come, and from which the Federal Government derives no taxes. Is 
that the situation we are in? 

Mr. Shulman. I would not characterize it that way. First of all, 
the IRS is not in the business in the way that our lawyers who look 
when private letter rulings come in, they do not look at what they 
are encouraging or not. They are trying to say what is allowed 
under the statute. 

Senator Carper. I am not suggesting it is what you encourage. 
I am not suggesting this is what the IRS is encouraging. But we 
as a Federal Government, is this what we are encouraging? 

Mr. Shulman. Sure. I mentioned earlier, and I think the Chair- 
man mentioned as well, the basic tax of mutual funds is being paid 
in these entities. There is not tax not being paid because the way 
mutual funds are taxed is the underlying activity flows through to 
the investors and they pay. So someone who lives in Delaware 
would be paying their Delaware taxes and their Federal taxes 
based on whatever the income was there. But that is a whole dif- 
ferent discussion which is obviously a legitimate one. 

Senator Carper. All right. Can I change the subject just for a 
second, Mr. Chairman? One of the things that the Chairman, Dr. 
Coburn, and I are very much focused on is deficit reduction. I am 
sure everybody in the room cares about it, and there are different 
ways to do that: grow the economy, curtail spending, look for 
wasteful spending in the Federal Government. Another way is the 
maximize the income that we are trying to bring into the treasury 
by making sure that folks are paying their fair share, whether they 
happen to be an individual or a business. So we focus a lot on for- 
gone taxes, but you have an opportunity, I presume, to look at the 
revenue flow coming into the treasury. I do not know if you look 
at it every week or every month. In my role as governor, I drilled 
down every month, the beginning of every month, when we got the 
revenue report from the Division of Revenue. We looked at literally 
every category to see what was happening month by month by 
month, and I tried to stay on it. I do not do that so much as a Sen- 
ator, but I presume you do that in your role. We are about 3 
months into this fiscal year. I do not know if we have numbers 
through the end of December. But if you would just give us like a 
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quick snapshot of what does the revenue picture look like for the 
first 3 months of this fiscal year. Are we doing a little better than 
we might have anticipated, better than budget or not? And is 
growth better or worse than might otherwise have been expected? 

I know that is not what you prepared or were asked to testify 
on, but it would be of great interest to me as we try to maximize 
revenues here. 

Mr. Shulman. Yes, I do not have this off the top of my head be- 
cause, as you said, it was not exactly what I was prepared for, let 
us come back to you, and we would be happy to give you details 
of the revenue 

Senator Carper. I would like you to answer that for the record, 
if you would. 

Mr. Shulman. Yes, for the record I will come back and give you 
revenue flows. We track it closely at the Treasury Department. It’s 
mostly the folks who do economics at Treasury, and I do not want 
to give you a wrong answer. 

Senator Carper. What we are hearing anecdotally is the deficit 
number continues to drop, down from 1.5 to 1.3. Now we are down 
to under a trillion, only $980 billion. That is still a lot of money. 
That is encouraging. I just wondered if we could sort of get you to 
pinpoint where the growth is. 

Mr. Chairman, as usual, you raise intriguing and important 
issues. This is one that is certainly intriguing. Thank you for let- 
ting me participate. 

Senator Levin. Thank you so much for your participation. 

Just one quick question, perhaps, while Senator Carper is here. 
You made reference, I think, to certain rulings relative to charities 
or nonprofits. Is that correct, Ms. McMahon? 

Ms. McMahon. Well, I think I was intending to say that 

Senator Levin. The UBIT reference you made. 

Ms. McMahon. Right, that there were structures commonly used 
that employ 

Senator Levin. By the nonprofits and charities? 

Ms. McMahon. Right. 

Senator Levin. Are mutual funds a charity? 

Ms. McMahon. No. 

Senator Levin. And one other thing that I mentioned before you 
got here, Senator Carper, was that there was an effort made to add 
the investments or speculation in commodities a year and a half 
ago, and the House said it is OK, but we said we would not pass 
the bill with that provision in it. So the Senate did not accept that 
amendment which the House passed, so that is part of the legisla- 
tive history. I assume that is relevant history, is it, Commissioner 
Shulman? That is relevant history that the Senate did not adopt 
that specific language? 

Mr. Shulman. Well, it is something that you raised, and we will 
obviously 

Senator Levin. Is it relevant legislative history is my question. 

Mr. Shulman. To answer directly, we generally do not view 
things that are moved into a statute and pulled out in the middle 
of the process before it is passed into law as definitive guidance. 

Senator Levin. How about relevant? I did not use “definitive.” 
Nothing is definitive here. But how about relevant? 
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Mr. Shulman. Generally, tax provisions that are put in and 
pulled out before the law is ever passed, unless 

Senator Levin. It does not show anything about congressional in- 
tent? That is not relevant to what the congressional intent is, if it 
is not a 

Mr. Shulman. I do not think it is definitive. 

Senator Levin. OK. Let us try relevant. Is it relevant? Try it 
again. 

Mr. Shulman. I think it could send a variety of signals, but I am 
not prepared to say every time there is a provision in legislation 
and it moves out between the Houses that we are going to view 
that as congressional intent. 

Senator Levin. I guess I am asking you, is it relevant to the 
question of congressional intent? Just relevant. 

Mr. Shulman. Sure. It is a piece of information in the whole 
analysis, yes. 

Senator Levin. That is all I was asking. We have gone over eco- 
nomic substance and sham doctrines. There is another well-estab- 
lished tax doctrine, too, which relates to conduits. In 1972, I guess, 
the principles were set out in a case called Aiken Industries and 
subsequent regulations of the IRS that the IRS is allowed to dis- 
regard any entity which functions as an intermediary for a tax- 
payer and to treat its income as income attributable to the tax- 
payer itself. One ruling in 2002 explains, “Where the parent cor- 
poration so controls the affairs of the subsidiary that it is merely 
an instrumentality of the parent, the corporate entity of the sub- 
sidiary may be disregarded.” 

Are you familiar with that doctrine, the conduit doctrine? 

Mr. Shulman. Yes, I am familiar at a high level. 

Senator Levin. OK. Will you look into the facts that exist about 
these shell corporations and in your review of this whole matter 
take a look as to whether or not they are simply conduits, and in 
the case of those notes whether or not the banks that enter into 
those notes are simply agents or instrumentalities for the mutual 
funds? Will you check out that doctrine? 

Mr. Shulman. Absolutely. 

Senator Levin. Do you know, Commissioner, how many private 
letter ruling requests are pending relative to these 72 rulings 
which have been issued? 

Mr. Shulman. Yes, 72 issued. There are 28 that have requested 
private letter rulings since we stopped issuing them. 

Senator Levin. OK, and those are the ones that there is a mora- 
torium on? 

Mr. Shulman. Correct. 

Senator Levin. Commissioner, you said that a private letter rul- 
ing can be relied on by only one taxpayer, and I think that is, in 
fact, your policy. However, we know of two mutual funds that have 
set up offshore corporations to trade in commodities without any 
private letter ruling. They told us they thought that they were al- 
lowed to do so based on other letters, so I think your statement 
here today is very important and hopefully will be relied upon and 
counted on as being factually accurate that the letters which are 
issued only relate to those particular companies or mutual funds 
which requested those letters. That is the status. But I did want 
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you to know that there are a couple mutual funds who did not get 
those letters who are operating those offshore tax shelters or tax 
structures. I am just informing you of that, and if you are inter- 
ested as to the names of those, my staff can give those to you. 

Perfect. That was my next question. We are all set for you. Are 
you ready? 

Senator Coburn. Thank you. You probably asked all the ques- 
tions. 

Senator Levin. I hope so, yes. 

Senator Coburn. Thank you. 

I know Senator Levin has asked this question, but my most im- 
portant thought about this issue is: Is the purpose for setting up 
an offshore commodities trading firm to avoid taxes? Is there an- 
other reason to do that other than to avoid taxes? 

Mr. Shulman. We had some discussion about this. Generally, 
people came in for private letter rulings, which we have suspended, 
but they come in to say, “If we set it up with these detailed facts, 
does the IRS interpret that that is allowable under the law?” In the 
past we said yes. Now we are going to take a look and see what 
we think. 

Generally they would not set it up. They would use some other 
structure. They would make another investment. They would go 
into another business if they did not do it. So taxes at the entity 
level is very rare. I know of one circumstance in all of mutual 
funds where a mutual fund decided to be taxable, so it is very rare 
for a mutual fund to pay taxes. That is what the Registered Invest- 
ment Company Act and Section 851 allows them to do. 

I think the other point I made was that I want to be clear that 
the activity that happens in the controlled foreign corporation flows 
through and taxes are paid ultimately by the mutual fund’s share- 
holders. So there is no loss of revenue to the Federal Government 
in these transactions, but there is the whole question of does the 
law even allow them to be set up in the first place, which I think 
is the question that was put on the table. 

Senator Coburn. Well, actually, I think there is lost revenue be- 
cause if, in fact, a mutual fund is going to invest in a company that 
does commodity trading and does not do it in a tax-sheltered loca- 
tion, they are going to pay taxes on that, trading profits before they 
share with the stockholders of the fund. In other words, if I set up 
a corporation, ABC Corporation, and I am going to trade commod- 
ities, and I am going to make money, and you are going to be a 
shareholder in that, and I do that onshore, then I am exposed to 
corporate income taxes in this country, if I do it onshore, correct? 

Mr. Shulman. I think so. 

Senator Coburn. Yes. So, therefore, I am going to pay taxes 
there, and then I am going to give a distribution to the stock- 
holders of what is left. And then they are going to pay taxes on 
whatever that distribution is if it is above their investment in it 
or if it is a dividend for it. So the point is the reason they are set 
up in offshore is to eliminate that corporate tax on those trades, 
correct? 

Ms. McMahon. If I could answer that briefly, the income that is 
generated by the controlled foreign corporations through commod- 
ities activities is actually treated as Subpart F income which flows 
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up for U.S. tax purposes to the RIC, and ultimately the share- 
holders, so that there is actually U.S. tax in this particular struc- 
ture. 

Senator Coburn. But at the shareholder level. 

Ms. McMahon. Well, technically the income is includable in the 
income of the RIC. 

Senator Coburn. Right. 

Ms. McMahon. And then as long as the RIC complies with the 
requirements that apply for it to have passthrough treatment, it 
would not be taxed at the RIC level. But it is included 

Senator Coburn. Right, so it gets taxed by the shareholder. 

Ms. McMahon. And it is taxed by the shareholder. But that is 
no different than any other income that they 

Senator Coburn. OK. Well, let us take GE for a minute. GE pays 
a dividend, which you pay income tax on, but GE also — GE is a ter- 
rible example. They have not paid any income tax in a number of 
years. As a matter of fact, you have been paying them. 

Let us take John Deere. They make earnings. They pay a cor- 
porate income tax. They distribute those earnings in terms of divi- 
dends, and then those earnings, which have already been taxed 
once, are then going to be taxed again by whoever receives that 
dividend. Correct? 

Ms. McMahon. Yes. 

Senator Coburn. So no matter how you base it, the reason for 
putting that account offshore is to lessen the tax that could be ac- 
ceptable if you did the exact same thing onshore. 

Mr. Shulman. First of all, the hypothetical you gave I think is 
accurate. I think if they decide to do the exact same activity on- 
shore, it will be taxed at the corporate level. Before, Senator Car- 
per asked are there other ways that mutual funds can gain access 
to commodities. There is a variety of questions in the law around 
partnerships, around qualified publicly traded partnerships. So the 
chances of a corporation setting up in the United States for the sole 
purpose of doing the kind of direct investment in commodities and 
then moving — being fully owned by a mutual fund, the chances of 
that hypothetical actually occurring are pretty slim. 

The real question is — which I want to be clear, I think it is a le- 
gitimate question that is being put on the table here. Can these 
things be set up to invest in commodities or not? 

Senator Coburn. Well, I think the Chairman’s and my reading 
of the law is we do not think so. 

Senator Levin. Well, we do not think so, but I am amazed at 
your reluctance to say yes to the most obvious question — you said 
yes to me finally about an hour ago — to Dr. Coburn’s question. The 
reason that these are set up in these offshore locations is so that 
they can avoid that impact of that section of the Tax Code. The an- 
swer is — they acknowledge that, for God’s sake. Why can’t the IRS 
look that square in the face and say, “Of course, that is the reason 
they are doing it.” You did it an hour ago. I am amazed at your 
reluctance to simply say yes to Dr. Coburn’s question. Of course, 
that is the reason. They acknowledge that is the reason. And you 
say, “Well, they are not going to do something which would lead 
to their paying taxes.” Of course, that is true. So the other side of 
that coin is the reason they are putting it in the Caymans is to 
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avoid that problem. Why not just say yes and then go on from 
there? I mean, why is there any reluctance? That is what I do not 
understand here. 

Mr. Shulman. Why do I have reluctance? 

Senator Levin. Yes, to say that is the reason that they are in the 
Caymans. 

Mr. Shulman. Because having responsibility for the whole U.S. 
tax system, some of the things that have been asked implicate 
some of the other cases we have and other things that are hap- 
pening outside. And so to make blanket generalizations about our 
views on controlled foreign corporations, when we will attack them, 
when we will not and when they are tax avoidance and when they 
are not has other implications beyond the issue at hand. 

My reluctance is that I am trying to be respectful, and I am very 
clear what this hearing is about. It is the private letter rulings and 
you believing that they were issued contrary to the intent of the 
law and that our lawyers’ interpretation was wrong. I have told 
you we have stopped the private letter rulings, and we are going 
to take a broad look at that. So my goal would be on the record 
to leave it at that and not say things that are going to implicate 
us continuing our aggressive push around things like offshore tax 
evasion and around aggressive corporate structures to avoid paying 
taxes. 

The question on the table, which is a legitimate one, is: Should 
through the Code there be the ability to invest indirectly in com- 
modities through structured notes or through controlled foreign 
corporations? And we are going to take a hard look at that. 

Senator Coburn. Nobody that has applied for one of these pri- 
vate letter rulings and has gotten it has done anything wrong. 
Their motivation is to make money. You have granted a private let- 
ter ruling, and they have taken advantage of that. So this is not 
to implicate anybody that has been there. 

But in terms of transparency of markets, my main concern in vis- 
iting with the Chairman on this is that people are going to invest 
in speculative things if that is where they think they can get the 
most return, and they think they can. The thing that ought to be 
there is transparency so that they know what the risk is as they 
go into this, and when you have a mutual fund that is doing this, 
a large amount of money can be lost. Or at least the risk for a large 
amount of money is out there; otherwise, they would not be specu- 
lating in commodities in the first place. 

As I said earlier, I do not know what too much speculation is, 
but I know we cannot do anything in the long term in this country 
that is going to affect that because we are in a world market. The 
only way we are going to do that is through international agree- 
ments if we think that is justifiable. 

So I do not have any criticism with what you have done. The fact 
that you are looking at it I think is great, and I think we ought 
to continue to do that, and we ought to be maybe more clear in how 
we write laws and to give you more guidance, and once of our worst 
habits in Congress is we say we write a law and this is the intent. 
We will let the Administration or the bureaucracy decide what the 
rulings on it are. I think we need to know a little bit more about 
that before we put it out to give you the rulings to write. In other 
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words, you would not be sitting here today if we were much more 
clear about what the intent was in 2010. 

Thank you. 

Senator Levin. Thank you, Dr. Coburn. 

Do you know of any nontax purpose that mutual funds have for 
opening up these corporations in the Caymans? 

Mr. Shulman. Well, the CFCs in the private letter rulings I 
think were set up specifically so that they could invest in commod- 
ities. 

Senator Levin. And be consistent with the Tax Code? And com- 
ply with 

Mr. Shulman. And income definitions. 

Senator Levin. And hope that they are complying with the Tax 
Code and Section 851. 

Mr. Shulman. Yes. 

Senator Levin. I happen to agree with Dr. Coburn, by the way. 
This is not a question of mutual funds taking advantage of what 
they are trying to take advantage of. I think the investment in 
commodities has the impact we have talked about, but we do not 
have to agree on that. What seems to me is so clear is the purpose 
of their investment or their creation of these shell corporations. 
There is no doubt about it. They do not deny it. Just ask them. 
They will tell you. They are trying to avoid the implications of not 
being eligible for nontax treatment under Section 851. They are not 
hiding that. What troubles me is that if you allow that, if you allow 
the shell corporations to be used for that purpose, there is only a 
tax avoidance purpose that they want to comply with — they have 
to comply with Section 851, as you point out. They do not want to 
pay taxes at a corporate level. That is what Dr. Coburn’s question 
is. What troubles me is why there is any doubt in your mind as 
to what the purpose is. They acknowledge it. But then when the 
IRS says they are going to allow that to be used, allow a shell/sham 
corporation to be used for that purpose, it undermines all the ef- 
forts we are making to put those shell/sham corporations out of 
business, frankly. They have no purpose other than tax avoidance. 

By the way, I agree with Dr. Coburn. We are not talking ille- 
gality here. We are talking tax avoidance. 

So I am going to end this on a positive note even though I have 
expressed my dismay at the reluctance to acknowledge what is 
open. Ask the mutual funds. I am sure there are many representa- 
tives here. And as you point out, they do not want to pay taxes. 
And they would not go there if they had to pay taxes. Of course, 
that is the point. That is why they are going there. But you cannot 
quite say that, and that is what troubles me because if you cannot 
say that, then I wonder about how much you are really going to 
go after these conduits, these shell corporations, however they are 
used, by the way. That is the part that leaves me with uncertainty. 

But what is certain is what you have said here, and that is that 
you are going to take a look at this from that perspective, can the 
IRS resume accurately put its blessing on the use of what are open- 
ly shell corporations with no nontax purpose? Can you put your im- 
primatur on that anymore? And what are the implications of your 
doing that for all the other areas where you are trying to prevent 
that from happening? And if there are other ways that mutual 


26 


funds can speculate consistent with the law, that is one thing. I 
mean, I am not going to start giving tax advice. I do not think 
there are because I think the law is clear, by the way. It has been 
clear for 80 years. We listed what can be done and what that 
means, unless those things are what you are doing, you do not get 
tax freedom at the corporate level. 

The economic substance doctrine has been codified by Congress, 
by the way. This is not any uncertainty or ambiguity. In 2010, we 
codified the economic substance doctrine. It says that you can dis- 
regard transactions or entities that create no meaningful change in 
the economic position of the taxpayer and have no substantial pur- 
pose other than — and this is the word of the law — “to achieve a tax 
effect.” The effect here is to avoid violating or being inconsistent 
with a section of the Tax Code, which would trigger a tax at the 
corporate level. That is the purpose. That is the effect. 

And so would you finally agree, to end on a positive note, that 
in 2010 that economic substance doctrine applies to the trans- 
actions that are analyzed in the private letter rulings? Would you 
agree that the law saying that you may apply an economic sub- 
stance doctrine to transactions, that is applicable, should you de- 
cide to apply it, to these transactions? 

Mr. Shulman. So while I like the idea of ending on a positive 
note, I am not sure I can agree to that. I think that economic sub- 
stance is very fact intensive. We typically raise this in other cir- 
cumstances. We typically do not raise economic substance with spe- 
cific taxpayers that we have granted private letter rulings. 

Senator Levin. I am talking about in the policy that you are 
going to look at, the overall generic policy. 

Mr. Shulman. I just think it is something different. I do not 
think we need to raise that in the policy. I think we could decide 
to allow this or disallow this without implicating economic sub- 
stance. It is really about a reading of the law, and I think it is not 
necessary and, frankly, all of our court cases where we have been 
successful with economic substance have very different sets of fact 
patterns than these. 

Senator Levin. Well, we passed a law in 2010 talking about eco- 
nomic substance saying that something has got to be real, it cannot 
be fake, and we are going after these totally phony transactions, 
which is what this is acknowledged to be. It is a shell. It is a sham. 
And for you to say that it might not be even relevant to your deci- 
sion here — is it at least relevant? Is it something you would want 
to look at? 

Mr. Shulman. You have brought up the point about it, and I 
gave you my commitment that all of our points we are going to look 
at closely. I will tell you, though, the economic substance doctrine 
is a very specific tool, and we have a lot of tools. We have private 
letter rulings. We have suspended those. We have regulation or 
guidance. We have said we are going to look at that. And then ob- 
viously Congress could get very clear with the law, which would be 
our preference to all this. And so I do not want to implicate the 
economic substance doctrine where we do not have to, and I am not 
sure it is necessary here because we want to continue to win in 
court. Congress codified a judicial doctrine based on common law 
principles that we have been very aggressive and very careful 
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about developing our positions, and that is why we have been so 
successful. And I do not want to generalize about the kinds of 
transactions where that could win. When we see an issue that we 
want to attack on economic substance, we will. Our lawyers will 
look at that. We have had a good record with that, and we plan 
to continue that. 

Senator Levin. Finally, if there is no economic substance to the 
creation of these corporations other than tax avoidance issues, if 
there is no nontax purpose, to use your words, to create these cor- 
porations, is that relevant? 

Mr. Shulman. Sure, I mean, the prongs of the economic sub- 
stance doctrine we would look at, and to the extent that any posi- 
tion was changed going forward and people violated those prongs, 
everything is fair game. I am just saying right now we do not need 
to go attack these economic substance. We can actually put guid- 
ance out or have the law changed. 

Senator Levin. Thank you both. We have a vote that is on now, 
and apparently there is only 5 minutes left. To end on a positive 
note, we appreciate your reassurance that you are going to take a 
fresh look at this and you are going to apply doctrines in ways 
hopefully that are not going to create precedents that are negative 
in terms of going after sham transactions, we are going to leave on 
that positive note. Again, we are grateful for your appearance here 
today. 

[Whereupon, at 12:10 p.m., the Subcommittee was adjourned.] 
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For 10 years now. this Subcommittee has focused attention on the problem of excessive 
speculation in the commodity markets including the crude oil. natural gas, and wheat markets. 
Most recently, in last November’s hearing, we examined efforts to apply a new position limits 
rule to protect consumers, businesses, and the commodity markets themselves from excessive 
speculation. For years now, the American people have been whipsawed by unpredictable and 
often escalating commodity prices. We’ve been hurt at the pump, we’ve been hurt at the dinner 
table, and we’ve been hurt in our pocket books. We’re talking about gasoline prices, electricity 
and heating costs, food prices, and industrial raw materials that together affect virtually every 
American family and business budget. 

The fundamental purpose of commodity markets, unlike stock markets, is not to attract investors, 
but to enable producers and users of physical commodities to arrive at a fair price for their goods 
and hedge their price risks over time. Speculators - who don’t intend to use or deliver the 
commodities they trade or hedge commodity prices so they can have price certainty - seek 
instead to profit from the price changes. A market which was intended to facilitate price 
discovery and hedging is now dominated by speculators who are driving up price volatility, 
hedging failures, and in many cases, commodity prices. The reality today is that commodity 
prices are more reflective of trading by speculators than fundamental forces of supply and 
demand. 

At our November hearing, for example, the Commodity Futures Trading Commission (CFTC) 
told us that 80% of the outstanding futures contracts for crude oil arc now held by speculators. 
CFTC Commissioner Bart Chilton has said: 

“For those w ho say no evidence exists linking excessive speculation and prices, they just 
aren’t looking. ... Scores of studies and papers exist which document the linkage." 

The unprecedented flood of speculative money in commodity markets today comes from index 
traders, hedge funds, money managers, and exchange traded products. Our November hearing 
also exposed a new wave of commodity speculation coming from the $1 1 trillion mutual fund 
industry. Exhibit 1 is a chart which shows that, since 2008, more than 40 commodity related 
mutual funds have begun pouring speculative funds into the commodities markets and now have 
accumulated assets of over S50 billion. 
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Opening the Floodgates. For most of the 70 years they have been in existence, mutual funds 
were not significant participants in U.S. commodity markets. Now, some mutual funds have 
become major commodity speculators, and more want to follow. When we looked into what 
changed, we discovered that six years ago, mutual funds began petitioning for and receiving IRS 
private letter rulings that, for the first time, enabled them to invest heavily in commodities, 
despite longstanding restrictions in Section 85 1 (b)(2) of the Internal Revenue Code. Those IRS 
private letter rulings essentially opened the floodgates to the mutual fund petitioners, allowing 
them to engage in billions of dollars in commodity speculation. 

Section 851. Section 851(b)(2), which has been in the tax code since mutual funds got started in 
the 1930s, restricts the types of income that mutual funds are allowed to obtain in exchange for 
favorable tax treatment. If the mutual funds abide by this section’s income source restrictions, 
those mutual funds do not have to pay corporate income taxes like other corporations. This tax 
break collectively saves the mutual fund industry billions of dollars each year. In simple terms, 
the statute requires that 90% of a mutual fund’s gross income must be derived from securities, 
interest, or foreign currency investments. That means not more than 10% of their income can 
come from alternatives like commodities. 

This 90% rule has been in place for decades. But in 2006, as financial engineering took hold of 
Wall Street, the mutual fund industry began pressing the IRS to permit it to use complex 
financial transactions that would, in essence, enable mutual funds to get around the 90% rule and 
engage in commodity investments beyond the 10% limit. Dozens of individual mutual funds 
made these requests in petitions for private letter rulings. 

In response, from 2006 to 2010, the IRS issued 72 private letter rulings allowing the mutual 
funds to whom the letters were addressed to use either wholly-owned offshore corporations or 
financial instruments called “commodity linked notes” to make unrestricted commodity 
investments, notwithstanding the 1 0% limit in Section 85 1 . The IRS private letter rulings said 
that the mutual funds could treat the income from those sources - not as income from a 
commodities investment - but as income from a “securities” investment in the stock of the 
company they owned or in the note they designed to avoid the restrictions of Section 851. 

For example, the IRS allowed mutual funds to establish wholly-owned controlled foreign 
corporations or CFCs whose sole function is to trade commodities in the futures and swaps 
markets. In every case we've examined, mutual funds have established these CFCs as offshore 
shell corporations in the Cayman Islands, the classic example of a tax haven. The CFCs have no 
offices, no employees of their own, no independent business operations, and their commodity 
portfolios are run by employees who work in the United States for the mutual fund that set up the 
offshore arrangement. For example, one mutual fund told us all of the commodity investment 
decisions for their offshore corporation were made by the mutual fund’s employees in Rockville, 
Maryland. Another told us all commodity trading decisions were made by their traders in New 
York. Still another mutual fund told us openly that their offshore commodity fund had no 
“Cayman presence,” describing it as “smoke and mirrors” to obtain the tax benefit. 

These CFCs are corporate fictions, offshore shams, paper exercises whose sole purpose is to 
make a blatant end-run around the legal restrictions on commodity investments by mutual funds. 
At the same time, the IRS has issued private letter rulings explicitly allowing these offshore 
schemes. The IRS private letter rulings provide, for example, that if a mutual fund owns the 
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stock of the offshore shell corporation it established, it can treat income from commodity 
investments made by that offshore shell corporation and distributed back to the United States as 
income from a securities investment rather than a commodities investment. 

In addition, the IRS has issued private letter rulings stating that mutual funds can use 
commodity-linked notes to invest in commodities and treat the resulting income as from a 
securities investment, even though the notes were created for the sole purpose of investing in 
commodities and end-running Section 85 1 . 

By treating this type of income as derived from securities rather than commodities, the IRS has 
elevated form over substance, enabled mutual funds to use agents as though they were 
independent actors, and use financial engineering to do indirectly what the law doesn’t let them 
do directly. The result is opening the door to increasing commodity speculation. 

But that’s not all. In the past, under the 90% rule, mutual funds spent the lion’s share of their 
money on stocks, bonds, and other securities - providing needed capital for economic growth 
and jobs. They were an engine of investment in America. But as the commodity spigot opens, 
every dollar spent on commodity speculation diverts money from their securities investments. 

So instead of investing in U.S. businesses, mutual funds will spend increasing sums making bets 
on commodity price movements. Capita] investments do our economy a lot more good than 
betting on prices. 

Contradicting Congressional Intent on Commodities. To understand the context of the issues 
at stake, let’s take a quick look at the history of the tax law’s limits on mutual funds. When 
federal tax breaks for mutual funds were first enacted in 1936, Congress adopted limits on what 
mutual funds could invest in - they allowed mutual funds to utilize income from interest, stock 
dividends, and stock sales. Commodities were not on the list of allowed investments. That was 
the same year Congress enacted the Commodities Exchange Act of 1936, the first federal law to 
control excessive speculation in commodity markets. So Congress was well aware of U.S. 
commodity markets and didn’t make commodities an allowable investment for mutual funds in 
1936. 

In 1954, Congress enacted Subchapter M of the Internal Revenue Code to reform taxation of 
mutual funds. Subchapter M again listed the types of income that mutual funds were allowed to 
earn in exchange for favorable tax treatment. That list was unchanged from 1936, and 
commodities were not on the list. 

In 1986, fifty years after the first mutual funds got started. Congress slightly expanded the types 
of income that a mutual fund could earn while retaining its tax advantages, adding investments in 
foreign currencies to investments in securities. Commodities were not added by Congress. The 
Treasury Department issued a letter at the same time noting that it "would generally not treat as 
qualifying income gains from trading commodities.” 

In 2010, the mutual fund industry supported an unsuccessful legislative attempt to change the tax 
code to allow mutual funds to make unrestricted commodity investments. As introduced in 
2009, and passed by the House in 2010, the Regulatory Investment Company Modernization Act 
would have explicitly permitted mutual funds to utilize income from "commodities” under 
Section 851. But the Senate did not accept that provision. It was removed from the bill which 
only then was approved by the Senate. Removal of the commodities provision was, in fact, the 
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only change made in the House-passed bill. The bill was sent back to the House which agreed to 
the bill as amended by the Senate. So the short story is that Congress did not agree to adding 
commodities to the list of acceptable income for mutual funds under the 90% rule. If the 
industry wants to try again to change the law to allow more commodity investments by mutual 
funds, the change should be made, not by private letter rulings or regulation, but by Congress 
after a full debate of the pros and cons. 

Six months after Congress made its decision in the RIC Modernization Act, in June 201 1, the 
IRS suspended its issuance of new private letter rulings in this area, so it could review the 
underlying policy issues. Later in the year. Senator Cobum and 1 sent a joint letter to Treasury 
and the IRS asking the IRS “to permanently halt the further issuance of [the] private letter 
rulings.” Our letter is Hearing Exhibit Id. 

Shams and Conduits. Some have suggested that the IRS ought to allow mutual funds to use 
offshore corporations to make commodity investments based on the court case known as Moline 
Properties, which required the IRS to recognize a corporate structure. But in Moline Properties. 
the Supreme Court also stated that, “in matters relating to the revenue, the corporate form may be 
disregarded where it is a sham or unreal.” The Cayman corporations being used for mutual fund 
commodity investments have no employees, no place of business, no profits of their own, and no 
obvious nontax purpose. There is no there, there. They are exactly the type of sham 
corporations that the Supreme Court said the IRS can disregard. 

Another relevant event is the 2010 Congressional codification of the economic substance 
doctrine which permits the IRS to disregard transactions that have no substantial nontax purpose. 
Mutual funds have not offered any substantial business or economic purpose for creating these 
offshore CFCs or constructing commodity-linked notes. Their only purpose is to serve the 
mutual funds’ effort to re-charactcrize the resulting income as derived from “securities,” so they 
can make unlimited commodity investments while retaining their privileged tax status. A Tax 
Notes analysis by two tax practitioners. Hearing Exhibit 3d, observed that “it is hard to imagine 
that there could be a nontax purpose outweighing the tax purpose on the facts of the rulings.” 

Finally, there is a long line of cases and private letter rulings in which federal courts have upheld 
IRS efforts to go after sham corporations or transactions which have no purpose other than tax 
avoidance or which serve only as conduits for parties seeking to avoid taxation. They include 
cases like Gregory v. Helvering.Aldon Home s. Aiken Industries , and the recent case of 
Southgate Master Fund. LLC . In Southgate , the Fifth Circuit, citing numerous precedents, wrote 
the following: 

“The starting point for our analysis is the cardinal principle of income taxation: a 
transaction’s tax consequences depend on its substance, not its form. This principle ‘is 
no schoolboy’s rule; it is the cornerstone of sound taxationf.]’ ... This foundational 
principle finds its voice in the judicial anti-abuse doctrines, which ‘prevent taxpayers 
from subverting the legislative purpose of the tax code by engaging in transactions that 
are fictitious or lack economic reality simply to reap a tax benefit.’” 

One of the issues we will explore today is why the IRS did not follow this approach when 
analyzing requests by the mutual funds to use offshore corporations and structured notes to make 
their commodity investments. By issuing the private letter rulings that it has in the mutual hind 
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area, the IRS is undermining its own longstanding efforts to go after sham corporations and 
transactions used to avoid paying tax. 

These are not arcane tax issues; they raise fundamental issues affecting our economic future, the 
functioning of our tax code, and the use of offshore schemes and financial engineering to avoid 
our tax laws. The IRS private letter rulings have unleashed a new flood of speculative 
commodity investments damaging to American families, businesses, and our economy. 
Commodity speculation that contributes to $4 gasoline is no joke, and neither is a tax policy that 
threatens to fuel a new explosion in commodity speculation. The IRS letter rulings enable U.S. 
firms to use offshore shell corporations and financially engineered notes to make commodity 
investments, despite longstanding tax code restrictions, setting precedents that eat away at the 
integrity of our tax code. Congress shouldn’t just stand by and let that happen. 

Today’s oversight hearing is intended to address those concerns. We will hear from IRS 
Commissioner Douglas Shulman and Emily McMahon who is Acting Assistant Secretary of the 
Treasury for the Office of Tax Policy, two of the most senior tax officials in the Administration. 
I invite our Ranking Member, Dr. Cobum, to share his views. 

HU# 
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Opening Statement of Senator Tom Coburn 
“Compliance with Tax Limits on Commodity Speculation” 

January 26, 2012 

I want to start by thanking Sen. Levin and his staff for keeping a vigilant eye on matters related 
to the tax code. Today’s hearing is a great opportunity to look at the tax treatment of mutual 
funds that invest heavily in commodities. 

Over the years, this subcommittee has spent a lot of time looking at commodity investments, 
which is more relevant than ever. Everyday investors increasingly want commodities in their 
portfolios, and are looking to buy them in record amounts. 

Commodities are so popular, in fact, that it’s hard to drive down the street without hearing 
commercials offering the chance to buy gold. 

For its part, the market has responded by providing ways to do just that. There are now dozens of 
ETF’s and mutual funds that concentrate on commodities, with billions under management. 

That reason for the interest in commodities is not a complete surprise. As an asset that generally 
grows at the rate of inflation, many invest in commodities as a hedge to protect what they’ve 
earned. 

Moreover, inflation is becoming a very real and looming threat. It is a silent tax increase that eats 
away the value of our money and drives up the price of the things we buy. 

Unfortunately, one of the main sources of inflation is our government. The Federal Reserve is 
printing trillions of dollars while Congress is adding $1 trillion a year to the debt. Until we can 
take a substantial bite out of our $15 trillion debt, inflation concerns are not going away. With it, 
interest in commodities is not likely to go away, either. 

Our hearing today is focused on one of the most popular ways to buy commodities, and that is 
mutual funds. 

Commodity mutual funds came under increased scrutiny after the IRS temporarily suspended its 
program for issuing private letter rulings this past summer. Private letter rulings are an ad hoc 
way for the IRS to approve of the various tax structures used to set up these funds. They have 
been necessary because Congress has failed to pass clear and simple tax reform for the past 25 

years. 
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The private rulings effectively allow mutual funds to use creative structures to facilitate 
commodity investments that would otherwise not be allowed. And because of this some see these 
private rulings as a way to help mutual funds get around legal prohibitions. Even more, some are 
concerned that as these rulings let mutual funds increase these investments, it can lead to 
excessive speculation into commodities. 

By calling a timeout, the IRS has given us a useful opportunity to talk about how to resolve these 
important matters. As we move forward, though, I would propose we keep in mind a number of 
points. 

First, there is a difference between tax avoidance and tax evasion. Avoiding taxes is both 
legal and acceptable. Evading taxes is wrong and should be prosecuted. Under current law, the 
practices used by mutual funds are entirely legal, and even blessed by the IRS. This means we 
are left with a question of policy, not a question of compliance with the law. 

Second, we still do not have a working definition of “excessive speculation.” While I believe 
that excessive speculation is a real problem, defining it is a challenge. Until we can do so with 
some accuracy, both Congress and the IRS should be careful in writing new rules restricting the 
private investments of ordinary Americans. 

Third, we need to stay focused on the big picture. It is doubtful that we would be having this 
conversation if our federal budget was under control. The damage we have done, and continue to 
do, to our economy is driving people to seek even the small returns offered by commodities. If 
our economy was growing, money would quickly flow back into the capital markets. 
Unfortunately, too many decisions by the government seem to work against this. 

For my part, I have offered a plan called Back in Black that would achieve $9 trillion in savings 
over the next decade. They would go a long way toward solving issues like the one we face 
today. 

Again, I believe this hearing is an important opportunity to discuss concerns about the tax 
treatment of commodity mutual funds. Hopefully we will be closer to a productive solution by 
the time we finish.I plan to keep an open mind as we consider various options. 


1 look forward to hearing from our witnesses. 
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Introduction 

Chairman Levin, Ranking Member Cobum, members of the subcommittee, thank 
you for this opportunity to testify on the issue of regulated investment companies 
(RICs) investing in commodities. 

I would start by explaining that the IRS is involved in this issue because it is 
charged with providing guidance to taxpayers as to whether investments RICs 
choose to make will produce qualifying RIC income, as defined in the tax law. 

In order to maintain its tax status, a RIC must derive 90% of its income from 
investments that meet the qualifications of section 851, which generally requires 
that investments be related to stock, securities, or foreign currencies. The term 
“securities” is specifically defined in section 851 by cross reference to the 
definition of that same term in the Investment Company Act of 1940 (the 1940 
Act). 

It is the scope of that definition - and particularly its application to investments 
providing indirect exposure to commodities - that have been the focus of the 
approximately 70 private letter rulings that are the subject of this hearing. 

It may be useful for me to provide a brief explanation of how the agency arrived 
at the position reflected in the private letter rulings and then summarize where 
the IRS is on this issue today. By late 2005 the investment markets had 
developed to a point where many RICs felt the need to add exposure to 
commodity prices to their investment portfolios. As a result, they requested 
guidance from the IRS as to whether investments made to achieve this exposure 
would qualify for the 90% income test. The IRS was unable to find any 
authoritative guidance on the proper scope of the definition of “security” from 
either the Securities and Exchange Commission (SEC) or the Commodities 
Futures Trading Commission (CFTC), which is the primary regulator for the 
commodity markets in the United States. 

This situation resulted in the IRS being asked to issue private letter rulings 
addressing specific proposed RIC commodity-related investments based on the 
IRS’s own best interpretation of the tax law, including cross-references to the 
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1 940 Act. Private letter rulings were issued on this subject starting in 2006. By 
2010 the volume of private letter ruling requests was becoming a concern, and 
consideration was given to issuing some form of broader published guidance. 
The RIC Modernization Act was then pending, though, and at that point the bill 
contained a provision that would have affirmatively treated income from direct 
investments in commodities as qualifying income. As a result, consideration of a 
guidance project was put on hold. The provision in the RIC Modernization Act 
relating to commodities was removed prior to passage, however, leaving the 
statutory language on this issue unchanged. 

In July 2011, the IRS notified the RIC industry that it would not issue further 
private letter rulings until the staff could look at the overall set of issues and 
consider guidance of broader applicability. That remains our current posture. 

That, Mr. Chairman, is the short version. A little more detail is appropriate, 
however, in order to answer the specific questions you have raised. Therefore I 
have included in my written testimony a summary of the legal issues at stake, 
which was prepared by the IRS Office of Chief Counsel. That summary is 
included below. 

This concludes my testimony. I would be happy to take your questions. 
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Summary of Legal Issues Surrounding Commodity-Related Investments by 

RICs 


Internal Revenue Service 2006 Revenue Rulings 

In 2006, the IRS published Revenue Rulings 2006-1 [2006-1 C.B. 261] and 
2006-31 [2006-1 C.B. 1133], These rulings addressed section 851(b)(2) of the 
Internal Revenue Code, which requires that each taxable year at least 90 percent 
of the gross income of a RIC must consist of income from specified sources 
(qualifying income). Qualifying income includes both gain from the sale or 
disposition of securities and income from securities. The Code, however, does 
not define the term “security.” Instead, it cross-references the 1940 Act, which is 
administered by the SEC. That is, section 851(b)(2) defines qualifying income as 
including “gains from the sale or other disposition of stock or securities (as 
defined in section 2(a)(36) of the Investment Company Act of 1940, as amended) 
or foreign currencies, or other income ... derived with respect to [a RIC's] 
business of investing in such stock, securities, or currencies.” 

At issue in Revenue Ruling 2006-1, the first of the two published rulings, was 
whether income from a total return swap on a commodities index would be 
qualifying income. The Ruling arose because the Office of Tax Policy and the 
IRS became aware of certain investment funds being or intended to be offered to 
the public as RICs that made extensive use of such instruments. Neither the 
1940 Act itself, the regulations under the 1940 Act, nor SEC staff Interpretations 
yielded an answer to the question whether the swaps were 1940 Act securities. 
IRS and Treasury staff consulted with SEC and CFTC staff, but this also did not 
lead to an answer. In the absence of definitive guidance as to whether such a 
swap would be a 1940 Act security, the IRS in the Ruling examined the relevant 
legislative history underlying enactment of the section 851(b)(2) cross-reference 
to the 1 940 Act, and held that “[a] derivative contract with respect to a commodity 
index is not a security for purposes of section 851(b)(2)." 

A number of questions were quickly raised regarding Revenue Ruling 2006-1. 
Revenue Ruling 2006-31 was subsequently issued to modify and clarify 
Revenue Ruling 2006-1, including by making clear that the holding of Revenue 
Ruling 2006-1 was not intended to preclude income from certain instruments that 
create commodity exposure, such as certain structured notes, from being 
qualifying income. 

Due at least in part to these revenue rulings, as well as the general uncertainty 
regarding the extent of permissible commodity-linked investments by RICs, the 
IRS received a large and increasing number of requests for private letter rulings. 
Private letter rulings can be relied upon only by the taxpayers to which they are 
addressed. In that sense, they can provide the IRS with a vehicle to explore 
market realities and test legal approaches to novel questions before 
promulgating published guidance in an area. 
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The private ruling requests asked for approval of one or both of the following 
positions: (1) that a RIC’s income inclusion that results from its controlled foreign 
corporation (CFC) earning income from commodity investments is qualifying 
income; and (2) that income from structured notes with returns based on 
commodity price movements also will produce qualifying income. 

Controlled Foreign Corporations 

Under the first of these approaches, some RICs achieve indirect exposure to 
commodities by investing up to 25 percent of a fund’s assets in a foreign 
subsidiary that is treated as a CFC. The CFC then makes commodity-related 
investments. The U S. parent RIC generally includes amounts in income under 
subpart F of the Code when the CFC earns income from its commodity 
investments. The nature of the income - from the standpoint of the RIC - is 
simply a subpart F income inclusion, and not identified as income from an 
investment in commodities. 

The Code generally permits a RIC to hold all of the shares of a subsidiary if the 
value of that holding does not exceed 25 percent of the value of the RIC's total 
holdings. Moreover, Congress expressly addressed the issue of subpart F 
income inclusions in the so-called “flush language” of section 851(b). That 
paragraph of section 851(b) treats a subpart F inclusion as a dividend for this 
purpose, and hence as qualifying income, if there is a matching distribution out of 
earnings and profits. 

Independent of the “flush language,” some RICs sought private letter rulings to 
determine whether a subpart F inclusion could constitute qualifying income on 
the separate basis that such income is "other income" derived with respect to the 
RIC's business of investing in the stock of the subsidiary under section 851(b)(2). 
At the time of the rulings, IRS staff took the position that the two provisions were 
not intended to be coordinated because, among other reasons, they were 
introduced into the legislative process with no indication that the "flush language" 
was intended to limit the "other income" provision. Therefore, the staff concluded 
that, rather than having one provision narrow the other, the "other income" clause 
should be evaluated without regard to the “flush language.” The rulings 
concluded that subpart F inclusions could be treated as “other income,” and 
accordingly that current distributions from the CFCs were not required for such 
inclusions to be qualifying income. 

The private letter rulings assume that the CFC is treated as a corporation that is 
separate from the RIC. This approach reflects several considerations, including 
section 851 's express contemplation that RICs might own CFCs, the tax law 
principle that a taxpayer's choice of entity for conducting investment or business 
activity should generally be respected, and the tax law principle that, if properly 
organized and managed, a corporation should generally be respected as 
separate from its shareholders for tax purposes. 
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Commodity-linked Structured Notes 

The second approach covered by the private letter rulings relates to structured 
notes with a return based on movements in commodity prices. A commodity- 
linked structured note is an instrument entered into with a counterparty, generally 
a financial institution. In addition to interest on its investment, a RIC receives 
income measured, or “structured," with reference to the movement of the value of 
a commodity index or indices, often with a leverage factor. 

The structured notes rulings, in general, are based on the premise that structured 
notes with enough resemblance to typical debt instruments and characteristics 
suggesting some minimum certainty of repayment of principal, such as a 
minimum of 51 percent principal protection and related features, may qualify as a 
“note,” an “evidence of indebtedness," or an “investment contract” within the 
1 940 Act definition. Some of the factors the IRS looked for included up-front 
payment in full of the purchase price of the note; a short, fixed maturity (often, a 
year and a day); an automatic redemption feature, termed a “knockout," that 
triggers the note's redemption if the index falls too far in value; and the note not 
being subject to mark-to-market margining requirements, or treated as a contract 
of sale of commodities for future delivery (or as an option on such a contract), 
under the Commodities Exchange Act. 

It has been argued that derivatives of all types are outside the definition of 
“security" under the 1940 Act. It is true that derivatives were not widely viewed 
as investment vehicles when the 1940 Act was enacted. The1940 Act’s 
definition of “security,” however, is not static, and contains several generic items 
designed to encompass new instruments as they develop, including “evidence of 
indebtedness,” “investment contract," and any "instrument commonly known as a 
'security'." The extent to which investments with commodity-linked payoffs are 
also securities and, if so, how they are identified, have been active subjects of 
comment in the securities law area for some time, but there do not appear to be 
any conclusive answers. 

Recent Legislative Actions 

Section 201 of the RIC Modernization Act as originally introduced would have 
allowed income from direct investment in commodities to be qualifying income. 
However, the Senate amended the bill to remove section 201 before passing the 
RIC Modernization Act by unanimous consent. The removal of section 201 of the 
bill left the statutory language unchanged. There was no change to the cross- 
reference to the 1 940 Act or to the definition of “security” under that Act. 

Additionally, the Dodd-Frank Wall Street Reform and Consumer Protection Act 
amended both the federal commodity and securities laws to provide the CFTC 
with jurisdiction over swaps, including those on broad-based security indices. It 
also provided the SEC with jurisdiction over security-based swaps, which are 
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swaps on narrow-based security indices and single securities. The two agencies 
share authority over mixed swaps, which are swaps that have mixed attributes. 

However, Dodd-Frank did not make any explicit change to the definition of 
“securities” in the 1 940 Act. 

Current Status of IRS Advice 

This history has led to the current IRS position. The number of RIC requests for 
private letter rulings increased dramatically since 2006, creating concern within 
the IRS from both an administrative and a technical standpoint. After the RiC 
Modernization Act failed to provide a clear, unambiguous answer, the IRS 
decided to stop issuing private letter rulings until it could provide guidance of 
general applicability. The possibility of that guidance is currently under 
consideration. 
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Chairman Levin, Ranking Member Cobum, and members of the Subcommittee, I appreciate the 
opportunity to testify on the issue of investments in commodities by regulated investment 
companies (RICs). 

Treasury’s Role in the RIC Guidance 

Commissioner Shulman’s testimony describes a series of private letter rulings issued by the Internal 
Revenue Service (IRS) on this subject. I would like to begin by describing the role of the Treasury 
Department in the private letter ruling and published guidance process. A private letter ruling is a 
determination issued by the IRS to a particular taxpayer that interprets and applies the tax laws to 
the taxpayer’s particular set of facts. As a matter of policy and practice, the Treasury Department 
does not participate in the consideration or issuance of private letter rulings by the IRS. Moreover, 
other than in highly unusual circumstances, Treasury Department personnel do not know which 
taxpayers have requested or received private letter rulings. Treasury Department personnel become 
aware of the issuance of a private letter ruling only when that ruling is eventually issued to the 
public by the IRS in redacted form. Consistent with that policy and practice, the Treasury 
Department did not participate in the formulation, or review or oversee the issuance, of any of the 
private letter rulings addressing commodity-related investments by RICs. Nor has the Treasury 
Department studied the effect of the private letter rulings on the mutual fund industry. 

The Office of Tax Policy is actively involved, however, in the development of published guidance, 
including both tax regulations and other administrative guidance that is published in the Internal 
Revenue Bulletin. In this capacity. Treasury personnel participate in the development of the 
substantive law that private letter rulings reflect. 

Thus, in 2005 and 2006, Treasury Department personnel did participate in the development of two 
published revenue rulings that address commodity-related investments by a RIC. These revenue 
rulings, Rev. Rul. 2006-1, 2006-1 C.B. 261, and Rev. Rul. 2006-31, 2006-1 C.B. 1133, are 
described in Commissioner Shulman’s written testimony. Subsequent to those revenue rulings, the 
IRS and Treasury Department periodically discussed the possibility of additional guidance in this 
area as a candidate for the Priority Guidance Plan. 

Suspension of the Issuance of Private Letter Rulings in This Area and Subsequent Developments 

As stated in Commissioner Shulman’s testimony, the IRS has suspended the issuance of private 
letter rulings addressing commodity-related investments by RICs. Treasury Department personnel 
were not involved in that decision. 

Subsequent to the suspension, the Investment Company Institute (ICI) called several members of 
the staff of the Office of Tax Policy to ask why the IRS issuance of rulings had been suspended and 
what the future might hold. Treasury staff could not, and did not, provide answers to those 
questions. On September 28, 201 1, at the ICI’s request, IC] representatives met with Treasury and 
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IRS personnel to discuss ICI proposals for published guidance that would permit commodity-related 
investments by RICs. 

The Treasury Department and IRS are considering the possibility of issuing published guidance on 
the subject of commodity-related investments by RICs. 

Regulated Investment Company Modernization Act of 2010 

This Subcommittee’s letter inviting me to testify at this hearing stated that the Regulated Investment 
Company Modernization Act of 2010 (RMA), Pub. L. No. 1 1 1-325, 124 Stat. 3537, "reaffirmed 
[Congress’] intent to exclude commodities from mutual funds’ qualifying income under Section 
851(b)(2).” The House version of the bill (H.R. 4337) would have expanded the definition of 
qualifying income to include income derived from direct or indirect exposure to commodities. 
However, that amendment to the definition was removed from the bill before enactment, leaving 
unchanged the statutory provisions upon which the IRS revenue rulings and private letter rulings 
were based. Under those provisions, the definition of qualifying income is linked to the 1940 Act 
definition of “security,” and income derived from such securities is not explicitly excluded from 
qualifying income merely because it reflects exposure to commodity prices. 

Economic Substance Doctrine 

Under section 7701(o) of the Internal Revenue Code (the Code), whenever the economic substance 
doctrine is relevant to a transaction, the transaction is treated as having economic substance only if, 
as a factual matter, (1) the transaction changes in a meaningful way the taxpayer’s economic 
position, and (2) the taxpayer has a substantial non-tax purpose for entering into the transaction. 
These questions are inherently factual. The private letter rulings issued by the IRS do not address 
the potential application of the economic substance doctrine, and the Treasury Department does not 
have independent knowledge of the facts underlying the rulings. Therefore, we cannot express a 
view on the application of section 7701 (o) to the transactions described in the private letter rulings. 

Tax Policy Issues 

The extent to which investors should be able to obtain exposure to commodity price fluctuations 
through investments in RICs is not fundamentally a tax policy issue. The Code provisions in 
question do raise, however, the issue of whether the Treasury Department and the IRS should be 
required to interpret a non-tax statute (in this case, the 1940 Act) that does not otherwise fall within 
their jurisdiction in order to determine the availability of favorable tax treatment under the Code. 
The Securities and Exchange Commission (SEC) has not issued any guidance of which we are 
aware that addresses whether the financial instruments described in the IRS private letter rulings are 
securities for 1940 Act purposes (as required to produce qualifying income). At the same time, we 
are not aware of any action the SEC has taken to preclude RICs from making these investments. 
Administering the relevant Code provisions under these circumstances is challenging from both a 
practical and a policy perspective. 


Thank you, and 1 look forward to taking your questions. 
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Description 

Each fund authorized to invest in commodities-linked notes having the terms and conditions of the note 
set forth in the PLR. 

Each fund authorized to invest in commodities-linked notes having the terms and conditions of the note 
set forth in the PLR. Hybrid instrument. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the note set 
forth in the PLR. CFC subsidiary incorporated as an exempted limited company under the laws of another 

country. Subpart F income. 

Master fund authorized to invest in commodities-linked notes having the terms and conditions of the 
note set forth in the PLR. Fund invests all of its assets in Master fund. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the two notes 

set forth in the PLR. Section 2(f)(1) of the CEA provides that the CEA is not applicable to a hybrid 

instrument that is predominantly a security. Notes 1 and 2 are both leveraged. 

Fund and Portfolio authorized to invest in commodities-linked notes having the terms and conditions of 

the two notes set forth in the PLR. 

Funds authorized to invest in commodities-linked notes having the terms and conditions of the two notes 

set forth in the PLR. 

Funds authorized to form two CFC subsidiaries as exempted limited companies under the laws of another 

country. Subpart F income. 

Funds authorized to form nine CFC subsidiaries as exempted limited companies under the laws of another 
country. Subpart F income. 

Funds are authorized to invest in commodities-linked notes having the terms and conditions of the note 
set forth in the PLR. 

Funds authorized to invest in commodities-linked notes having the terms and conditions of the two notes 
set forth in the PLR. Fund A is a series of business trusts. Fund 8 is a closed end management company. 

Notes constitute qualifying income to funds under section 851(b)(2). 

Funds authorized to form four CFC subsidiaries as exempted limited companies under the laws of another 

country. Subpart F income. 

Fund authorized to invest In commodities-linked notes having the terms and conditions of the two notes 1 

set forth in the PLR. 

Funds and partnerships authorized to invest in commodities-linked notes having the terms and conditions 

of the two notes set forth in the PLR. 
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Description 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the four notes 
set forth in the PLR. CFC subsidiary incorporated as exempted a limited company under the laws of 
another country. Subpart F income. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the six notes 
set forth in the PLR. Fund authorized to form and invest a percentage of funds in two CFC subsidiaries 
incorporated as exempted limited companies under the laws of another country. Subpart F income. 

Cnnft inlk/NriiaH in Inuad in a rnmmnHitioc.linliarf onto 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the two notes 
set forth in the PLR. Fund authorized to form a CFC subsidiary incorporated as an exempted limited 
company under the laws of another country. Subpart F income. 

Each of three funds authorized to form a CFC subsidiary as a Type A company under the laws of another 
country. Subpart F Income. 

Fund authorized to form a CFC subsidiary as a Type A company giving limited liability to all shareholders. 
Subpart F income. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the four notes 
set forth in the PLR. Fund authorized to form a CFC subsidiary as a Type A company under the laws of 
another country. Subpart F income. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the four notes 
set forth in the PLR. Fund authorized to form a CFC subsidiary incorporated as a Type A company under 
the laws of another country. Subpart F income. 

Funds authorized to form four CFC subsidiaries, each as a company under the laws of another country. 
Subpart F income. 

Fund authorized to form a CFC subsidiary Incorporated as a Type A company under the laws of another 
country. Subpart F income. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the two notes 

set forth in the PLR. Fund authorized to form a CFC subsidiary incorporated as a Type A company under 

the laws of another country. Subpart F income. 

Each of 96 funds authorized to invest in one more commodities-linked notes. Fund 1 authorized to form a 

CFC subsidiary incorporated as a Type A company under laws of another country. Subpart F income. 

Funds authorized to form four CFC subsidiaries as a Type A company under the laws of another country. 

Subpart F income. 
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Description 

Fund authorized to form a CFC subsidiary organized as a Type X company under the laws of another 
country. Subpart F income. 

Fund authorized to form a CFC subsidiary authorized under the laws of another country. Subpart F 
income. 

Six funds authorized to invest in commodities-linked notes having the terms and conditions of the note 
set forth in the PLR. Funds discuss knock out dates and leverage factors. 

Fund authorized to form a CFC subsidiary organized as a Type X company under the laws of another 
country. Subpart F income. 

Funds authorized to form five CFC subsidiaries incorporated as Type A companies. Subpart F income. 

Funds authorized to form nine CFC subsidiaries incorporated as Type A companies. Subpart F income. 

Funds authorized to form four CFC subsidiaries. One subsidiary authorized to form as a Type X company 
and three subsidiaries authorized to form as Type Y companies. Subpart F income. 

Fund authorized to form a CFC subsidiary as a Type X company under the laws of another country. 

Subpart F income. 

Fund authorized to invest in one commodities-linked note and one CFC subsidiary as a Type X company 
under the laws of another country. Subpart F income. 

Fund authorized to form a CFC subsidiary as a Type A company giving limited liability to all shareholders. 1 
Subpart F income. 

Funds authorized to invest in commodities-linked notes having the terms and conditions of the note set 
forth in the PLR. 

Funds A, 0 and Portfolio authorized to invest in one commodities-linked note. Fund B and Portfolio each 
authorized to form two CFC subsidiaries as companies under the laws of another country. Subpart F 

income. 

Fund authorized to form a CFC subsidiary as a company under the laws of another country. Subpart F 

income. 

Fund authorized to form a CFC subsidiary as a company under the laws of another country. Subpart F 

income. 

Fund authorized to invest in commodities-linked notes having the terms and conditions of the four notes 

set forth in the PLR. Fund authorized to form a CFC subsidiary as a Type A company under the laws of 

another country. Subpart F Income. 

Fund authorized to invest in four commodities-linked notes. Fund authorized to form two CFC 

subsidiaries as companies under the laws of another country. Subpart F income. 
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Hnitcd States Senate 

COMMITTEE ON 

HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS 


WASHINGTON. DC 20510-6250 
December 20, 2011 


VIA U.S, MAIL & EMAIL (Flovd.Williams@IRS.EQvl 

The Honorable Douglas H. Shulman 

Commissioner 

Internal Revenue Service 

1111 Constitution Avenue, N.W. 

Washington, D.C. 20224 

RE: Private Letter Rulings to Mutual Funds 
Seeking Commodities Exposure 

Dear Commissioner Shulman: 


Since 2006, the Internal Revenue Service (IRS) has issued over 70 private letter rulings 
allowing mutual funds that operate as regulated investment companies for U.S. federal income 
tax purposes to make unlimited indirect investments in commodities through controlled foreign 
subsidiaries or commodity-linked notes, despite Internal Revenue Code Section 851(b)(2) which 
requires such funds to derive 90% of their income from securities and no more than 1 0% from 
other sources, including commodities. We support the recent decision of the IRS to suspend 
issuance of new letters in this area to review the underlying policy issues. Pending the results of 
that review, we believe it may be appropriate to permanently suspend all future private letter 
rulings in this area and reevaluate the tax treatment of all mutual funds currently allowed to treat 
indirect commodity investments as income derived from “securities” under Section 851 . 

Speculation in U.S. Commodity Markets. Since 2002, the U.S. Senate Permanent 
Subcommittee on Investigations has conducted a series of investigations into commodity prices, 
focusing on how excessive speculation in the futures and swaps markets may have affected 
commodity prices, normal supply and demand factors, and American consumers and businesses. 1 
Commodity markets enable producers and users of physical commodities to arrive at a fair price 
for their goods and hedge their price risks over time. Speculators can make a positive 
contribution to commodity markets by facilitating price discovery' and hedging activities. In 
recent years, however, evidence indicates that speculators have come to invest heavily in many 
commodity markets and may have contributed to distorted prices, price volatility, and hedging 
failures. In response. Congress has enacted a series of legislative acts to reduce excessive 
speculation in the commodity markets. 3 


* See, e.g„ “The Role of Market Speculation in Rising Oil and Gas Prices: A Need to Pm the Cop Back on the 
Beat," S. Pit. 109-65 (June 27, 2006); "Excessive Speculation in the Natural Gas Market,” S. Hrg. 1 10-235 (June 25 
and July 9, 2007), "Excessive Speculation in the Wheat Market," S. Hrg. 1 10-235 (June 25 and July 9, 2007); and 
“Excessive Speculation and Compliance with the Dodd-Frank Act," (November 3, 2011 ). 

2 See, e.g., CFTC Reauthorization Act of 2008, P.L. 1 10-246; Sections 727 and 737 of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act, P.L 1 1 1-203. 
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For most of the 70 years they have been in existence, mutual funds were not significant 
participants in U.S. commodity markets. After the IRS began issuing private letter rulings in 
2006, allowing them to engage in a variety of indirect commodity investments, however, mutual 
funds have poured billions of speculative dollars into commodity investments. Allowing mutual 
funds nearly unfettered access to commodity markets through these letter rulings appears to be 
contrary to Congressional intent and allows mutual funds to get around otherwise clear 
restrictions on their commodity investments. 

Section 851’s Income Source Restrictions. Mutual funds operate under a dual set of 
statutory restrictions, those provided by the Internal Revenue Code (IRC), which is enforced by 
the IRS, and those provided by the Investment Company Act of 1940 (1940 Act), which is 
overseen by the Securities and Exchange Commission (SEC). The tax provisions essentially 
restrict the types of income that mutual funds are allowed to claim in exchange for favorable tax 
treatment. * * 3 The income source restrictions are contained in Section 85 1 (b)(2), which requires 
that 90% of a mutual fluids’ gross income must be derived from equities, securities, or 
currencies, and not more than 10% from alternatives like commodities. 

Section 851(b)(2) defines the qualifying income in relevant part to include: 

“dividends, interest, payments with respect to securities loans (as defined in section 
512(a)(5)), and gains from the sale or other disposition of stock or securities (as defined 
in section 2(a)(36) of the Investment Company Act of 1940, as amended) or foreign 
currencies, or other income (including but not limited to gains from options, futures or 
forward contracts) derived with respect to its business of investing in such stock, 
securities, or currencies." 4 

A “security” is defined under the 1940 Act as follows: 

“any note, stock, treasury stock, security future, bond, debenture, evidence of 
indebtedness, certificate of interest or participation in any profit-sharing agreement, 
collateral-trust certificate, preorganization certificate or subscription, transferable share, 
investment contract, voting-trust certificate, certificate of deposit for a security, fractional 
undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or 
privilege on any security (including a certificate of deposit) or on any group or index of 
securities (including any interest therein or based on the value thereof), or any put, call, 
straddle, option, or privilege entered into on a national securities exchange relating to 
foreign currency, or, in general, any interest or instrument commonly known as a 
“security”, or any certificate of interest or participation in, temporary or interim 
certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, 
any of the foregoing.” 5 


5 Under the tax code, mutual funds that comply with the relevant tax provisions are not subjected to any taxation at 

the corporate level. Instead, all of the mutual fund’s income is attributed to its shareholders who are then subject to 

tax on an individual basis. See IRC Subchapter M. 

* IRC Section 851(bX2). 

5 Investment Company Act of 1940, Section 2(aX36). 
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Neither Section 851 nor the 1940 Act definition allows mutual funds to derive more than 10% of 
their income from commodities, whether through futures, forward contracts, options, swaps, 
notes, or other commodity-related products. 

Significant Increase in Commodity’ Investment. To date, the IRS has issued 72 private 
letter rulings allowing mutual funds to treat income from investments in certain commodity 
linked notes or through controlled foreign corporations (CFCs) that invest in commodities as 
qualified income under Section 851(b)(2). 6 The letters hold that distributions from the 
commodity linked notes and dividends from the commodity-related CFCs can be treated as 
income derived from securities, rather than income derived from commodities, and thus, meet 
the income source restrictions in Section 851(b)(2). By treating this income as derived from 
securities rather than commodities, the IRS has enabled mutual funds to do indirectly what they 
are prohibited by law from doing directly. 

Since 2006, the IRS private letter rulings have opened the floodgates for the $1 1 trillion 
mutual fund industry to make sizeable investments in the commodity markets. In a recent 
hearing, the Subcommittee identified at least 40 commodity related mutual funds with 
accumulated assets in excess of $50 billion. 7 These funds have all set up offshore wholly-owned 
CFCs that exist solely to trade commodities in the futures and swaps markets. The mutual funds 
typically organize their CFCs as Cayman Island subsidiaries; operate them as shell entities with 
no physical offices or employees of their own; and run the CFCs’ commodity portfolios from 
their U.S. offices. That the Cayman CFCs are empty shells designed to allow U.S. mutual funds 
to create commodity related investment portfolios, run by their own U.S. employees, is openly 
acknowledged. 

The sales materials of these mutual funds show they are marketing their funds to average 
investors as commodity funds and using their CFCs to delve into a wide array of commodity 
investments, from swaps to exchange traded notes to futures. The 40 mutual funds identified by 
the Subcommittee generally invest 25% of their total assets in their Cayman subsidiaries and 
often use U.S.-based assets as collateral or margin to secure the commodity investments being 
made by their CFCs in the futures and swap markets. In many instances, the mutual funds 
provide aggregate exposure to commodities as if 100% of the fund’s net assets were invested in 
commodity related investments. Some mutual funds offer investors leveraged exposure to their 
commodity related investments. One mutual fund identified by the Subcommittee reported 
having over $22 billion invested in commodity related assets with approximately 900,000 
investors, 75% of which are individuals. 8 

The IRS private letter rulings hold that when a mutual fund forms an offshore shell 
corporation, holds 100% of its stock, and then uses that CFC to invest in commodities, the 
mutual fund may treat this activity as an investment in the stock of the CFC and not as an 
investment in commodities. But the CFC is not an independent business; it is a shell corporation 
under the mutual fund’s control. The mutual fund’s investment in its CFC amounts to a paper 
exercise to permit the mutual fund itself to make commodity investments. 


6 See “Excessive Speculation and Compliance with the Dodd-Frank Act,” hearing before the U.S. Senate Permanent 
Subcommittee on Investigations (November 3, 2011) (hereinafter “Subcommittee Hearing"), Exhibit 7d. 

1 Subcommittee Hearing Exhibit 7a. 

8 ]d., materials related to PIMCO Commodity Real Return Strategy Fund. 
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Some may contend that a 1943 Supreme Court case known as Moline Properties requires 
the IRS to recognize corporate structures such as the CFCs set up by mutual funds to invest in 
commodities. 9 But Moline Properties itself states: 

“In general, in matters relating to the revenue, the corporate form may be disregarded 
where it is a sham or unreal. In such situations the form is a bald and mischievous 
fiction. Higgins v. Smith, 308 U.S. 473, 477., 478 S., 60 S.Cf 355, 357, 358; Gregory v. 
Helvering, 293 U.S. 465, 55 S.Ct. 266, 97 A.L.R. 1355.”'° 

Mutual fund CFCs set up to invest in commodities are exactly the type of sham entities designed 
to perform a “bald and mischievous fiction” — circumventing longstanding statutory income 
source restrictions - that Moline Properties permits the IRS to disregard. That Supreme Court 
precedent, thus, does not require nor countenance the IRS’ validating a corporate fiction or 
facilitating an end-run around the income source restrictions on mutual funds. 

In addition to allowing mutual funds to use offshore shell entities to invest in 
commodities, IRS private letter rulings have permitted mutual funds to use commodity-linked 
notes to do the same. The private letters allow mutual funds to treat these notes as “securities” 
and deem the construction, funding, and sale of interests in those notes as securities investments, 
despite the fact that the notes are designed for the purpose of investing in commodities. This 
approach contradicts an earlier IRS Revenue Ruling which held that Congress did not intend to 
allow “an expansive construction of the term ’securities’” to enable mutual funds to invest in 
commodities. * 11 In addition, the private letter rulings fail to take into account Congressional 
codification of the economic substance doctrine which permits the IRS to look through 
transactions that have no purpose other than tax avoidance. 12 In the private letter rulings issued 
by the IRS, the mutual funds offer no business purpose for creating offshore CFCs or 
constructing commodity-linked notes to make their commodity investments other than to 
characterize the resulting income as derived from "securities” and so retain their favored tax 
status while making unlimited commodity investments. 13 The IRS does not seem to recognize 
the mutual funds’ commodity-linked notes and offshore CFCs for what they are - transactions 
with no purpose other than a tax purpose — to enable mutual funds to circumvent the income 
source restrictions in Section 851(b)(2). 

It is the Subcommittee’s understanding that, before proceeding with their activities, each 
of the 40 commodity related mutual funds identified in the Subcommittee hearing obtained a 
private letter ruling from the IRS explicitly allowing it to treat any income from its commodity 
investments as security-based income under Section 85 1 . 14 The IRS private letter rulings, thus, 


4 Moli n e Properties v. Commissioner of Internal Revenue. 3 1 9 U.S. 436 (1943). 

10 Id. 

" See Rev. Rul. 2006-1, at 5. 

11 See Health Care and Education Reconciliation Act. P L. 1 1 1-52, Section 1409, codified at IRC Section 770!(o). 

11 See, e g., “IRS Implicitly Rules on Economic Substance Doctrine and Blockers,” by David H. Shapiro and Jeffrey 
W. Maddrey, Tax Notes. 1461, 1462-63 (March 21. 201 IX“[N]o mention is made of a business purpose in any of 
the rulings . . . and it is hard to imagine that there could be a nontax purpose outweighing the tax purpose on the facts 
of the rulings”). 

14 Each mutual fund needed to obtain its own ruling, because a taxpayer may not rely on a private letter ruling 
provided to another taxpayer. See IRC Section 61 10(kX3) and Section 1 1.02 of Revenue Procedure 2011-1. 
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contributed to the decision of those mutual funds to make speculative investments in commodity 
markets. Representatives of the mutual fund industry have told the Subcommittee that the 
industry intends to seek additional private letter rulings to further expand its investments in 
commodity-related products. 

Conflicting with Congressional Intent on Commodities. Deeming commodity linked 
notes and commodity related offshore shell CFCs to be investments in securities rather than in 
commodities appears to conflict with Congressional intent and enable mutual funds to get around 
the otherwise clear restrictions of Section 85 1 (b)(2) on their commodity investments. 

When federal tax provisions for mutual funds were first enacted in 1 936, Congress 
excluded commodities from the sources of qualifying income. 15 Income sources at that time 
were limited to dividends, interest, and gains from the sale or other disposition of stock or 
securities. Congress enacted the first federal law to control excessive speculation in commodity 
markets that same year. 16 Despite its work on the issue. Congress made no mention of 
commodities as an allowable investment for mutual funds in 1 936. Instead, mutual funds were 
designed to provide a mechanism for investors of modest means to gain exposure to the 
securities markets. 17 

In 1 954, w’hen Congress enacted Subchapter M of the Internal Revenue Code reforming 
the taxation of mutual funds. Congress again expressed its intent to limit the sources of income 
that mutual funds could claim in exchange for favorable tax treatment. Subchapter M again 
limited the sources of qualifying income to income derived from dividends, interest, and gains 
from the sale or other disposition of stock or securities. As in 1936, Congress was clearly aware 
of the existence of commodity markets, but did not list commodity investments in the statute as 
one of the types of qualifying income. 

In 1986, Congress expanded the list of sources of qualifying income under Section 
851(b)(2), but for the third time, excluded investments in commodities. 18 The 1986 amendment 
provided an explicit list of additional sources of income that mutual funds could claim, adding 
“foreign currency, and other income (including but not limited to gains from options or futures 
contracts) derived with respect to its business of investing in such stock, securities, or 
currencies.” Congress could have expanded the list further to include commodities, but chose 
not to do so. 19 Indeed, as the IRS noted in its Rev. Rule 2006-1 holding that a derivative contract 
referencing a commodity index was not a securities for purposes of Section 851, Congress did 
not intend “an expansive construction of the term ‘securities.’” 20 


15 "The Federal income tax provisions applicable to mutual funds were first enacted in 1936. The basic structure of 
and principle of these provisions, which are found in subchapter M of the Internal Revenue Code, have remained 
unchanged.” 132 Cong. Rec. 4045, 1986 (Remarks of Senator ArmstrongXMarch 7, 1986). In 1936, mutual funds 
were referred to as mutual investment companies. 

16 See the Commodity Exchange Act of 1936, P.L. 74-765. 

17 See 132 Cong. Rec. 4046 (Remarks of Senator ArmstrongXMarch 7, 1986). 

" Sec Tax Reform Act of 1 986, P.L. 99-5 1 4. 

19 See letter from Acting Assistant Secretary of the Treasury (Tax Policy) J. Roger Mentz, dated February 5, 1986, 
inserted into the Congressional Record by Senator Armstrong, at 132 Cong. Rec. 4046. Mr. Menu's letter stated 
that Treasury would generally not treat as qualifying income gains from trading in commodities, even if the purpose 
of that trading was to hedge a related stock investment. 

! ° Rev. Rul. 2006-1, at 5. 
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In 2010. Congress reaffirmed its intent to exclude commodities from the qualifying 
income of mutual funds w hen ii enacted a hill to modernize statutory provisions affecting mutual 
funds, the Regulated Investment Company Modernization Act. IU- 1 1 1-225. As originally 
inlrudueed in 2000. and as passed by the House in 2010. Section 201(a) of that Act. then 
designated H R. -1227. would have explicitly permitted mutual funds to invest in "commodities" 
under Section 851(h)(2). Several Senators expressed concern that allowing the SI 1 trillion 
mutual fund industry unrestricted commodity investments would exacerbate excessive 
speculation in the commodity markets and objected to the provision, In response, the provision 
was removed from the bill which was then approved by the Senate. Removal of the commodities 
provision was. in fact, the only change made in the I louse-passed bill. The House then agreed to 
the hill as amended by the Senate, enacting it into law while reaffirming Congressional intent to 
exclude commodities from the qualifying income for mutual funds. 

Despite Congress' intent to limit mutual fund investment in commodities, the IRS has 
used its administrative authority to permit such investments. The resulting private letter rulings 
have unleashed a llood of speculative commodity investments that may have contributed to 
excessive speculation. The IRS should noi use its private letter authority to enable mutual funds 
to do indirectly what the law does not permit them to do directly. 

Requested Relief. This letter urges the IRS to take immediate action to permanently halt 
the further issuance of private letter rulings that allow mutual funds to circumvent the income 
source restrictions in IRC' S51|b)(2) and make unlimited indirect inv estments in commodities. In 
addition, the IRS should reevaluate the tax treatment of all mutual funds currently allowed to 
treat indirect commodity investments as income derived from -securities" under Section 85 1 . 

Thank you for your consideration. 




Carl Levin 
Chairman 


Rank me Minority Member 


Permanent Subcommittee on Investigations Permanent Subcommittee on Investigations 


cc: The t lonorahtc Vim Geithner. Secretary of the I renews 

1 jails McMahon. Acting Assistant Treasury Sccivtarv t fax Policy) 
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This responds to the request dated January 3, 2005, and supplemental 
correspondence dated March 27, 2006, and April 6, 2006, submitted by your authorized 
representative on behalf of Funds. Funds request that the Internal Revenue Service 
rule that income and gain arising from the commodities-linked note described in this 
letter will constitute qualifying income to Funds under section 851(b)(2) of the Internal 
Revenue Code of 1986, as amended ( the Code). 

FACTS 

Each Fund is registered as a management investment company under the 
Investment Company Act of 1940, 15 U.S.C. 80a-1 et sea ., as amended (the 1940 Act). 
Each Fund intends to qualify as a regulated investment company (RIC) under 
Subchapter M, part 1 of the Code. 

Each Fund intends to invest in commodities-linked notes having the terms and 
conditions of the following note (“Note”): The Note will be issued to a Fund at par value 
in increments of $x. Its payout formula will be determined with reference to Index. Its 
term will be one year and one day. A Fund, as holder of the Note, has the right to put 
the Note to the issuer at the calculated redemption price based on the closing Index as 
of the end of the next day after notification to the issuer. In addition, if the Index falls to 
a level that is equal to or more than y% below the beginning Index value on any day, the 
Note will "knockout" and automatically redeem based on the closing Index value of the 
next day. The repayment obligation upon early redemption, knockout, or at maturity is 
calculated by first multiplying (A) the face amount of the Note, by (B) a leverage factor 
of z, by (C) the percentage of the increase or decrease of the beginning Index level 
compared to the ending Index level for the applicable period. To this amount is added 
the face amount of the Note plus a coupon amount calculated at a w% rate times the 
face amount of the Note. From this amount is subtracted an annual fee amount of v 
basis points of the notional value (leveraged face amount) of the Note. 

Funds make the following representations with respect to this Note: 

(1) The issuer of the Note will receive payment in full of the purchase price of the 
Note substantially contemporaneously with the delivery of the Note; 

(2) A Fund while holding the Note will not be required to make any payment to 
the issuer of the Note in addition to the purchase price paid for the Note, whether as 
margin, settlement payment, or otherwise, during the life of the Note or at maturity; 

(3) The issuer of the Note is not subject by the terms of the instrument to mark- 
to-market margining requirements of the Commodities Exchange Act, 7 U.S.C. 2, as 
amended (CEA); and 


59 


PLR-1 00681-05 3 

(4) The Note is not marketed as a contract of sale of a commodity for future 
delivery (or option on such a contract) subject to the CEA. 

LAW AND ANALYSIS 

Section 851(b)(2) of the Code provides that a corporation shall not be considered 
a RIC for any taxable year unless it meets an income test (the “qualifying income 
requirement”). Under this test, at least 90 percent of its gross income must be derived 
from certain enumerated sources. Section 851(b)(2) defines qualifying income, in 
relevant part, as — 

dividends, interest, payments with respect to securities loans (as defined 
in section 512(a)(5)), and gains from the sale or other disposition of stock 
or securities (as defined in section 2(a)(36) of the 1940 Act) or foreign 
currencies, or other income (including but not limited to gains from 
options, futures or forward contracts) derived with respect to [the RIC's] 
business of investing in such stock, securities, or currencies .... 

Section 2(a)(36) of the 1940 Act defines the term “security” as — 

any note, stock, treasury stock, security future, bond, debenture, evidence of 
indebtedness, certificate of interest or participation in any profit-sharing 
agreement, collateral-trust certificate, preorganization certificate or subscription, 
transferable share, investment contract, voting-trust certificate, certificate of 
deposit for a security, fractional undivided interest in oil, gas, or other mineral 
rights, any put, call, straddle, option, or privilege on any security (including a 
certificate of deposit) or on any group or index of securities (including any interest 
therein or based on the value thereof), or any put, call, straddle, option, or 
privilege entered into on a national securities exchange relating to foreign 
currency, or, in general, any interest or instrument commonly known as a 
“security”, or any certificate of interest or participation in, temporary or interim 
certificate for, receipt for, guarantee of, or warrant or right to subscribe to or 
purchase, any of the foregoing. 

Section 2(f)(1 ) of the CEA provides that the CEA is not applicable to a hybrid 
instrument that is predominantly a security. Section 2(f)(2) of the CEA provides that a 
hybrid instrument shall be considered to be predominantly a security if — 

(A) the issuer of the hybrid instrument receives payment in full of the purchase 
price of the hybrid instrument, substantially contemporaneously with the delivery of the 
hybrid instrument; 

(B) the purchaser or holder of the hybrid instrument is not required to make any 
payment to the issuer in addition to the purchase price paid under subparagraph (A), 
whether as margin, settlement payment, or otherwise, during the life of the hybrid 
instrument or at maturity; 
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(C) the issuer of the hybrid instrument is not subject by the terms of the 
instrument to mark-to-market margining requirements; and 

(D) the hybrid instrument is not marketed as a contract of sale of a commodity 
for future delivery (or option on such a contract) subject to the CEA. 

Section 2(f)(3) of the CEA provides, in part, that for purposes of section 2(f)(2)(C) 
of the CEA, mark-to market margining requirements do not include the obligation of an 
issuer of a secured debt instrument to increase the amount of collateral held in pledge 
for the benefit of the purchaser of the secured debt instrument to secure the repayment 
obligations of the issuer under the secured debt instrument. 

CONCLUSION 

Based on the facts as represented, we rule that income and gain arising from the 
Note constitute qualifying income to Funds under section 851(b)(2) of the Code. 


Sincerely, 


William E. Coppersmith 
William E. Coppersmith 
Chief, Branch 2 

Office of the Associate Chief Counsel 
(Financial Institutions & Products) 
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Dear 


This responds to your request received May 17, 2006, and supplemental 
correspondence dated June 22, 2006, submitted by your authorized representative on 
behalf of Fund. Fund requests that the Internal Revenue Service rule that: 1 ) income 
and gain arising from the commodities-linked notes described in this letter will constitute 
qualifying income to Fund under section 851 (b)(2) of the Internal Revenue Code of 
1986, as amended; and 2) that income earned from the ownership of a wholly-owned 
subsidiary that is a controlled foreign corporation constitutes qualifying income to Fund 
under section 851 (bX2). 


FACTS 

Fund is organized as a State business trust and is registered as an open-end 
management investment company under the Investment Company Act of 1940, 15 
U.S.C. 80a-1 etseo .. as amended (the 1940 Act). Fund intends to qualify as a 
regulated investment company (RIC) under section 851 . 

Commodities-linked Notes 

Fund intends to invest in commodities-linked notes having the terms and 
conditions of the following note (Note): The Note will be issued to a Fund at par value 
of $v. Its payout formula will be determined with reference to one of the following 
indices: Index 1 , Index 2, Index 3, or Index 4 (Index). Its term will be nine months. 

Fund, as holder of the Note, has the right to request prepayment of the Note at any time 
at the calculated redemption price based on the closing Index on the trading day on 
which the request is received or, in certain circumstances, the next following trading 
day. In addition, if on any day, the closing price of the Index falls to a level that is at 
least w% below the closing price of the Index on the day the Note was issued, then a 
mandatory repayment of the Note is triggered and the Note will “knockout" and 
automatically redeem based on the closing Index value of the next trading day. The 
repayment obligation upon early redemption, knockout, or at maturity equals the face 
amount of the Note plus or minus the following adjustment. In calculating the 
adjustment, the face amount of the Note is multiplied by (A) a leverage factor of x, and 
by (B) the percentage increase or decrease of the closing price of the Index on the day 
the Note was issued as compared to its value on the applicable payment calculation 
date. The total is then adjusted to account for a coupon amount calculated at a y rate 
times the face amount of the Note, for an annual fee amount of z basis points of the 
notional value (leveraged face amount) of the Note, and for the reversal of an interest 
factor included in the Index. 
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Fund makes the following representations with respect to this Note: 

(1 ) The issuer of the Note will receive payment in full of the purchase price of the 
Note substantially contemporaneously with the delivery of the Note; 

(2) Fund while holding the Note will not be required to make any payment to the 
issuer of the Note in addition to the purchase price paid for the Note, whether as 
margin, settlement payment, or otherwise, during the life of the Note or at maturity; 

(3) The issuer of the Note is not subject by the terms of the instrument to mark- 
to-market margining requirements of the Commodities Exchange Act, 7 U.S.C. 2, as 
amended (CEA); and 

(4) The Note is not marketed as a contract of sale of a commodity for future 
delivery (or option on such a contract) subject to the CEA. 

Controlled Foreion Corporation 

Fund intends to form a wholly-owned subsidiary (Subsidiary) that will be a foreign 
corporation. Subsidiary will be incorporated as an exempted limited company under the 
laws of Country. Under the laws of Country, an exempted limited company provides for 
limited liability for all holders of shares. A shareholder's liability is limited to the amount, 
if any, unpaid with respect to the shares acquired by the shareholder. Subsidiary will 
file an election on Form 8832 to be taxed as a corporation pursuant to §301.7701-3 of 
the Procedure and Administration regulations. 

Fund represents that, although Subsidiary will not be registered as an investment 
company under the 1940 Act, Subsidiary will comply with the requirements of section 
18(f) of the 1940 Act, Investment Company Act Release No. 10666, and related SEC 
guidance pertaining to asset coverage with respect to transactions in commodity index 
swap agreements and other transactions in derivatives. 

Fund will invest a portion of its assets in its Subsidiary, subject to the limitations 
set forth in section 851(b)(3). Subsidiary will invest in commodity and financial futures 
and options contracts, and fixed income securities that serve as collateral for these 
contracts. Subsidiary may also invest in cash-settled nondeliverable forward contracts. 

It is expected that all of Subsidiary's income will be subpart F income; Fund may 
also receive income from Subsidiary, however, that is not properly characterized as 
subpart F income. 


LAW AND ANALYSIS 
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Section 851(b)(2) provides that a corporation shall not be considered a RIC for 
any taxable year unless it meets an income test (the "qualifying income requirement”). 
Under this test, at least 90 percent of its gross income must be derived from certain 
enumerated sources. Section 851(b)(2) defines qualifying income, in relevant part, as — 

dividends, interest, payments with respect to securities loans (as defined 
in section 512(a)(5)), and gains from the sale or other disposition of stock 
or securities (as defined in section 2(a)(36) of the 1940 Act) or foreign 
currencies, or other income (including but not limited to gains from 
options, futures or forward contracts) derived with respect to [the RIC's] 
business of investing in such stock, securities, or currencies .... 

Section 2(a)(36) of the 1940 Act defines the term “security” as — 

any note, stock, treasury stock, security future, bond, debenture, evidence 
of indebtedness, certificate of interest or participation in any profit-sharing 
agreement, collateral-trust certificate, preorganization certificate or 
subscription, transferable share, investment contract, voting-trust 
certificate, certificate of deposit for a security, fractional undivided interest 
in oil, gas, or other mineral rights, any put, call, straddle, option, or 
privilege on any security (including a certificate of deposit) or on any group 
or index of securities (including any interest therein or based on the value 
thereof), or any put, call, straddle, option, or privilege entered into on a 
national securities exchange relating to foreign currency, or, in general, 
any interest or instrument commonly known as a “security”, or any 
certificate of interest or participation in, temporary or interim certificate for, 
receipt for, guarantee of, or warrant or right to subscribe to or purchase, 
any of the foregoing. 

Section 2(f)(1) of the CEA provides that the CEA is not applicable to a hybrid 
instrument that is predominantly a security. Section 2(f)(2) of the CEA provides that a 
hybrid instrument shall be considered to be predominantly a security if — 

(A) the issuer of the hybrid instrument receives payment in full of the purchase 
price of the hybrid instrument, substantially contemporaneously with the delivery of the 
hybrid instrument; 

(B) the purchaser or holder of the hybrid instalment is not required to make any 
payment to the issuer in addition to the purchase price paid under subparagraph (A), 
whether as margin, settlement payment, or otherwise, during the life of the hybrid 
instrument or at maturity; 

(C) the issuer of the hybrid instrument is not subject by the terms of the 
instrument to mark-to-market margining requirements; and 
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(D) the hybrid instrument is not marketed as a contract of sale of a commodity 
for future delivery (or option on such a contract) subject to the CEA. 

Section 2(f)(3) of the CEA provides, in part, that for purposes of section 2(f)(2)(C) 
of the CEA, mark-to-market margining requirements do not include the obligation of an 
issuer of a secured debt instrument to increase the amount of collateral held in pledge 
for the benefit of the purchaser of the secured debt instrument to secure the repayment 
obligations of the issuer under the secured debt instrument. 

In addition, section 851 (b) provides that, for purposes of section 851 (b)(2), there 
shall be treated as dividends amounts included in gross income under section 
951 (a)(1 )(A)(i) or 1293(a) for the taxable year to the extent that, under section 959(a)(1) 
or 1293(c) (as the case may be), there is a distribution out of the earnings and profits of 
the taxable year which are attributable to the amounts so included. 

Section 957 defines a controlled foreign corporation (CFC) as any foreign 
corporation in which more than 50 percent of (1) the total combined voting power of all 
classes of stock entitled to vote, or (2) the total value of the stock is owned by United 
States shareholders on any day during the corporation's taxable year. A United States 
shareholder is defined in section 951(b) as a United States person who owns 10 
percent or more of the total voting power of a foreign corporation. Fund will own 100 
percent of the voting power of the stock of Subsidiary. Fund is a United States person. 
Subsidiary therefore will qualify as a CFC under these provisions. 

Section 951(a)(1) provides that, if a foreign corporation is a CFC for an 
uninterrupted period of 30 days or more during any taxable year, every person who is a 
United States shareholder of this corporation and who owns stock in this corporation on 
the last day of the taxable year in which the corporation is a CFC shall include In gross 
income the sum of the shareholder’s pro rata share of the CFC's subpart F income for 
the taxable year. 

Section 952 defines subpart F income to include foreign base company income 
determined under section 954. Under section 954(a)(1), foreign base company income 
includes foreign personal holding company income determined under section 954(c). 
Section 954(c) defines foreign personal holding company income to include dividends, 
interest, royalties, rents, and annuities; gains in excess of losses from transactions 
(including futures, forward, and similar transactions) in any commodities; and net 
income from notional principal contracts not entered into for purposes of hedging any 
other described income item. 

Subsidiary's investments may generate foreign personal holding company 
income under section 954(c), which is subpart F income. Fund would therefore include 
in income the sum of the pro rata share of Subsidiary's subpart F income for the taxable 
year in accordance with section 951 . 
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CONCLUSION 

Based on the facts as represented, we rule that income and gain arising from the 
Notes constitutes qualifying income to Fund under section 851(b)(2). We further rule 
that income derived by Fund from its investments in Subsidiary, whether or not 
attributable to subpart F income, is income derived with respect to Fund's business of 
investing in the stock of Subsidiary and thus constitutes qualifying income to Fund 
under section 851(b)(2). 

This ruling is directed only to the taxpayer who requested it, and is limited to the 
facts as represented by the taxpayer. Section 61 10(k)(3) provides that this letter may 
not be used or cited as precedent. 


Sincerely, 


Susan Thompson Baker 

Susan Thompson Baker 
Assistant to the Branch Chief, Branch 2 
Office of Associate Chief Counsel 
(Financial Institutions and Products) 
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This responds to your request dated March 8, 2007, and supplemental 
correspondence dated March 20, 2007, submitted by your authorized representative on 
behalf of Fund A and Fund B (each a “Fund," and collectively, the “Funds"). Funds 
request that the Internal Revenue Service rule that income arising from investments in 
its wholly-owned subsidiaries constitutes qualifying income for purposes of section 
851(b)(2) of the Internal Revenue Code of 1986, as amended (the “Code”). 

FACTS 

Fund A is organized as a series of Trust, a business trust organized under the 
laws of State A. Fund B is a statutory trust organized under the laws of State B. Each 


Permanent Subcommittee on Investigations 
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Fund is registered as an open-end management investment company (or series thereof) 
under the Investment Company Act of 1940, 15 U.S.C. 80a-1 et sea ., as amended (the 
1940 Act). Each Fund qualifies as a regulated investment company (RIC) under section 
851 of the Code. 

Each Fund has an investment objective of total return and pursues its investment 
objective by investing in commodity-linked derivative instruments backed by a portfolio 
of fixed-income securities. 

Each Fund intends to form a wholly-owned subsidiary (each a “Subsidiary,” and 
collectively the "Subsidiaries") that will be a foreign corporation. Each Subsidiary will be 
incorporated as an exempted limited company under the laws of Country. Under the 
laws of Country, an exempted limited company provides for limited liability for all holders 
of shares. A shareholder’s liability is limited to the amount, if any, unpaid with respect to 
the shares acquired by the shareholder. Each Subsidiary will file an election on Form 
8832, Entity Classification Election, to be taxed as a corporation pursuant to section 
301.7701-3 of the Procedure and Administration Regulations. 

Funds represent that, although the Subsidiaries will not be registered as 
investment companies under the 1940 Act, each Subsidiary will comply with the 
requirements of section 1 8(f) of the 1 940 Act, Investment Company Act Release No. 
10666, and related SEC guidance pertaining to asset coverage with respect to 
transactions in commodity index swap agreements and other transaction in derivatives. 

Each of the Funds will invest a portion of its assets in its wholly-owned 
Subsidiary, subject to the limitations set forth in section 851 (b)(3). Each Subsidiary is 
expected to invest in commodity futures and notional principal contracts but may also 
invest in other securities, debt or cash. It is expected that all of the Subsidiaries' income 
will be subpart F income. Each Fund, however, may also receive income from its 
Subsidiary that is not properly characterized as subpart F income. 

LAW AND ANALYSIS 

Section 851(b)(2) of the Code provides that a corporation shall not be considered 
a RIC for any taxable year unless it meets an income test (the "qualifying income 
requirement"). Under this test, at least 90 percent of its gross income must be derived 
from certain enumerated sources. Section 851(b)(2) defines qualifying income, in 
relevant part, as — 

dividends, interest, payments with respect to securities loans (as defined 
in section 512(a)(5)), and gains from the sale or other disposition of stock 
or securities (as defined in section 2(a)(36) of the 1940 Act) or foreign 
currencies, or other income (including but not limited to gains from 
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options, futures or forward contracts) derived with respect to [the RIC's] 

business of investing in such stock, securities, or currencies .... 

Section 851(b) of the Code further provides that, for purposes of section 
851(b)(2), there shall be treated as dividends amounts included in gross income under 
section 951 (a)(1 )(A)(i) or section 1293(a) for the taxable year to the extent that, under 
section 959(a)(1) or section 1293(c) (as the case may be), there is a distribution out of 
the earnings and profits of the taxable year that are attributable to the amounts so 
included. 

Section 957 of the Code defines a controlled foreign corporation ("CFC") as any 
foreign corporation in which more than 50 percent of (1 ) the total combined voting 
power of all classes of stock entitled to vote, or (2) the total value of the stock is owned 
by United States shareholders on any day during the corporation’s taxable year. A 
United States shareholder is defined in section 951(b) as a United States person who 
owns 10 percent or more of the total voting power of a foreign corporation. Each Fund 
will own 100 percent of the voting power of its Subsidiary. Each Fund is a United States 
person. Each Subsidiary therefore will qualify as a CFC under these provisions. 

Section 951 (a)(1) provides that, if a foreign corporation is a CFC for an 
uninterrupted period of 30 days or more during any taxable year, every person who is a 
United States shareholder of this corporation and who owns stock in this corporation on 
the last day of the taxable year in which the corporation is a CFC shall include in gross 
income the sum of the shareholder’s pro rata share of the CFC's subpart F income for 
the taxable year. 

Section 952 of the Code defines subpart F income to include foreign base 
company income determined under section 954. Under section 954(a)(1), foreign base 
company income includes foreign personal holding company income determined under 
section 954(c). Section 954(c) defines foreign personal holding company income to 
include dividends, interest, royalties, rents, and annuities. 

Subsidiaries' investments in commodity futures, notional principal contracts, debt, 
cash, and other securities will produce income that may generate foreign personal 
holding company income under section 954(c) of the Code, which is subpart F income. 
Each Fund would therefore include in income the sum of its respective pro rata shares 
of its Subsidiary’s subpart F income for the taxable year in accordance with section 951 . 

Section 851 (b) of the Code includes a specific rule providing dividend treatment 
for certain subpart F inclusions (those attributable to distributions out of earnings and 
profits). Subpart F inclusions also constitute RIC qualifying income under section 
851(b)(2)(A), which states that qualifying income includes “other income ... derived with 
respect to [the RIC’s] business of investing in ... stock, securities, or currencies” (the 
“other income rule”). 
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The investment by each Fund in its Subsidiary, which is a corporation for federal 
income tax purposes, will be an investment in stock. Each Fund's income from its 
Subsidiary will be derived from its stock ownership and thus will be “income derived with 
respect to its business of investing in such stock" under the other income rule of 
section 851(b)(2)(A) of the Code. 


CONCLUSION 

We rule that income derived by each Fund from its investments in its wholly- 
owned Subsidiary is qualifying income to each Fund under section 851 (b)(2) of the 
Code without regard to whether the income is subpart F income or is from another 
source and without regard to whether the income has been distributed. 

No opinion is expressed as to whether each Fund qualifies as a RIC that is 
taxable under subchapter M, part I of the Code. 

This ruling is directed only to the taxpayers who requested it. Section 6110(j)(3) 
of the Code provides that it may not be used or cited as precedent. 


Sincerely, 


Susan Thompson Baker 

Susan Thompson Baker 
Assistant to the Branch Chief, Branch 2 
Office of the Associate Chief Counsel 
(Financial Institutions & Products) 
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Subchapter M — Regulated Investment 
Companies and Real Estate Investment Trusts 

Part 

I. Regulated Investment companies. 

II. Real estate Investment trusts. 

III. Provisions which apply to both regulated in- 

vestment companies and real estate invest- 
ment trusts. 

IV. Real estate mortgage Investment conduits. 

(V. Repealed] 

AMENDMENTS 

2004 — Pub- L. 108-357. title VIII. |835(bX12). Oct. 22. 
2004. 118 Stat. 1594, struck out Item for part V ••Finan- 
cial asset securitization Investment trusts" 

1996- Pub. L. 104-188. title I. §1621(0. Aug 20. 1996. 110 
Stat. 1867. added item for part V. 

1988-Pub. L. 100-647, title 1, §1018(u)(30). Nov. 10. 3988. 
102 Stat. 3591. added item for part IV. 

1978-Pub. L. 95-600. title III. 1362(d)(8). Nov. 6. 1978. 92 
Stat. 2852. added item for part m. 

PART I— REGULATED INVESTMENT 
COMPANIES 

Sec 

851 Definition of regulated investment company 

852. Taxation of regulated investment companies 

and their shareholders. 

853. Foreign tax credit allowed tc shareholders. 

853A Credits from tax credit bonds allowed to 

shareholders. 

854. Limitations applicable to dividends received 

from regulated Investment company. 

855. Dividends paid by regulated investment com- 

pany after close of taxable year 
AMENDMENTS 

2009-Pub. L. 111-5. dlv. B. title L § 1511(b)(3). Feb. 17. 
2009. 123 Stat. 362. added item 853A 
1980-Pub L 96-223. title rV. §404'bK7). Apr. 2. 1980. 94 
Stat. 307. Inserted "and taxable interest" after "divi- 
dends" In Item 854 for taxable years after Dec. 31. 1980. 
and before J&n. 1. 1982. 

1960- Pub. L. 86-779, § 10(b)(1). Sept. 14. 1960. 74 Stat. 
1008. Inserted "and Real Estate Investment Trusts" in 
subchapter M heading, part l and part II designations 
thereunder and part I designation preceding table of 
sections numbered 851 to 855. 

§ 851 . Definition of regulated investment com- 
pany 

(a) General rule 

For purposes of this subtitle, the term “regu- 
lated investment company" means any domestic 
corporation— 

(1) which, at all times during the taxable 
year— 

(A) is registered under the Investment 
Company Act of 1940. as amended (15 U-S.C. 
80a-l to 80b-2) as a management company or 
unit Investment trust, or 

(B) has in effect an election under such 
Act to be treated as a business development 
company, or 

(2) which is a common trust fund or similar 
fund excluded by section 3(c)(3) of such Act (15 
U.S.C. 80a-3(c» from the definition of "invest- 
ment company" and Is not included in the def- 
inition of "common trust fund" by section 
584(a). 

(b) Limitations 

A corporation shall not be considered a regu- 
lated investment company for any taxable year 
unless— 


(1) it files with its return for the taxable 
year an election to be a regulated investment 
company or has made such election for a pre- 
vious taxable year; 

(2) at least 90 percent of its gross income is 
derived from— 

(A) dividends, interest, payments with re- 
spect to securities loans (as defined in sec- 
tion 512(a)(5)). and gains from the sale or 
other disposition of stock or securities (as 
defined in section 2{a)(36) of the Investment 
Company Act of 1940. as amended) or foreign 
currencies, or other income (including but 
not limited to gains from options, futures or 
forward contracts) derived with respect to 
its business of investing in such stock, secu- 
rities. or currencies, and 

(B) net income derived from an interest in 
a qualified publicly traded partnership (as 
defined in subsection (h)); and 

(3) at the close of each quarter of the taxable 
year— 

(A) at least 50 percent of the value of its 
total assets is represented by— 

(i) cash and cash items (including receiv- 
ables). Government securities and securi- 
ties of other regulated investment compa- 
nies. and 

(ii) other securities for purposes of this 
calculation limited, except and to the ex- 
tent provided in subsection (e). in respect 
of any one issuer to an amount not greater 
in value than 5 percent of the value of the 
total assets of the taxpayer and to not 
more than 10 percent of the outstanding 
voting securities of such issuer, and 

(B) not more than 25 percent of the value 
of its total assets is invested in— 

(I) the securities (other than Govern- 
ment securities or the securities of other 
regulated Investment companies) of any 
one issuer. 

(II) the securities (other than the securi- 
ties of other regulated investment compa- 
nies) of two or more issuers which the tax- 
payer controls and which are determined, 
under regulations prescribed by the Sec- 
retary. to be engaged in the same or simi- 
lar trades or businesses or related trades 
or businesses, or 

(ill) the securities of one or more quali- 
fied publicly traded partnerships (as de- 
fined in subsection (h)). 

For purposes of paragraph (2). there shall be 
treated as dividends amounts included in gross 
income under section 951(a)(l)(A)(i) or 1293(a) for 
the taxable year to the extent that, under sec- 
tion 959(a)(1) or 1293(c) (as the case may be), 
there is a distribution out of the earnings and 
profits of the taxable year which are attrib- 
utable to the amounts so included. For purposes 
of paragraph (2). the Secretary may by regula- 
tion exclude from qualifying income foreign cur- 
rency gams which are not directly related to the 
company's principal business of investing In 
stock or securities (or options and futures with 
respect to stock or securities). For purposes of 
paragraph (2). amounts excludable from gross in- 
come under section 103(a) shall be treated as in- 
cluded in gross income. Income derived from a 
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partnership (other than a qualified publicly 
traded partnership as defined in subsection (h)> 
or trust shall be treated as described in para- 
graph (2) only to the extent such income is at- 
tributable to items of income of the partnership 
or trust (as the case may be) which would be de- 
scribed in paragraph (2) if realized by the regu- 
lated investment company in the same manner 
as realized by the partnership or trust. 

(c) Rules applicable to subsection (b)(3) 

For purposes of subsection (b)(3) and this sub- 
section— 

(1) In ascertaining the value of the tax- 
payer’s investment in the securities of an is- 
suer, for the purposes of subparagraph (B), 
there shall be included its proper proportion of 
the investment of any other corporation, a 
member of a controlled group, in the securi- 
ties of such issuer, as determined under regu- 
lations prescribed by the Secretary. 

(2) The term “controls” means the owner- 
ship In a corporation of 20 percent or more of 
the total combined voting power of all classes 
of stock entitled to vote. 

(3) The term “controlled group” means one 
or more chains of corporations connected 
through stock ownership with the taxpayer 
if— 

(A) 20 percent or more of the total com- 
bined voting power of all classes of stock en- 
titled to vote of each of the corporations (ex- 
cept the taxpayer) is owned directly by one 
or more of the other corporations, and 

(B) the taxpayer owns directly 20 percent 
or more of the total combined voting power 
of all classes of stock entitled to vote, of at 
least one of the other corporations. 

(4) The term “value” means, with respect to 
securities (other than those of majority-owned 
subsidiaries) for which market quotations are 
readily available, the market value of such se- 
curities: and with respect to other securities 
and assets, fair value as determined in good 
faith by the board of directors, except that in 
the case of securities of majority-owned sub- 
sidiaries which are investment companies such 
fair value shall not exceed market value or 
asset value, whichever is higher. 

(5) The term “outstanding voting securities 
of such issuer” shall include the equity securi- 
ties of a qualified publicly traded partnership 
(as defined in subsection (h)). 

(6) All other terms shall have the same 
meaning as when used in the Investment Com- 
pany Act of 1940. as amended. 

(d) Determination of status 
(1) In general 

A corporation which meets the requirements 
of subsections (b)(3) and (c) at the close of any 
quarter shall not lose its status as a regulated 
investment company because of a discrepancy 
during a subsequent quarter between the value 
of its various investments and such require- 
ments unless such discrepancy exists imme- 
diately after the acquisition of any security or 
other property and is wholly or partly the re- 
sult of such acquisition. A corporation which 
does not meet such requirements at the close 
of any quarter by reason of a discrepancy ex- 


isting immediately after the acquisition of 
any security or other property which is wholly 
or partly the result of such acquisition during 
such quarter shall not lose its status for such 
quarter as a regulated investment company if 
such discrepancy is eliminated within 30 days 
after the close of such quarter and in such 
cases it shall be considered to have met such 
requirements at the close of such quarter for 
purposes of applying the preceding sentence. 

(2) Special rules regarding failure to satisfy re- 
quirements 

If paragraph (1) does not preserve a corpora- 
tion’s status as a regulated investment com- 
pany for any particular quarter— 

(A) In general 

A corporation that fails to meet the re- 
quirements of subsection (b)(3) (other than a 
failure described in subparagraph (B)(i)) for 
such quarter shall nevertheless be consid- 
ered to have satisfied the requirements of 
such subsection for such quarter if— 

(i) following the corporation’s identifica- 
tion of the failure to satisfy the require- 
ments of such subsection for such quarter, 
a description of each asset that causes the 
corporation to fail to satisfy the require- 
ments of such subsection at the close of 
such quarter is set forth in a schedule for 
such quarter filed in the manner provided 
by the Secretary, 

(ii) the failure to meet the requirements 
of such subsection for such quarter is due 
to reasonable cause and not due to willful 
neglect, and 

(iiiXI) the corporation disposes of the as- 
sets set forth on the schedule specified in 
clause (i) within 6 months after the last 
day of the quarter in which the corpora- 
tion's identification of the failure to sat- 
isfy the requirements of such subsection 
occurred or such other time period pre- 
scribed by the Secretary and in the man- 
ner prescribed by the Secretary, or 
(II) the requirements of such subsection 
are otherwise met within the time period 
specified in subclause (I). 

(B) Rule for certain de minimis failures 

A corporation that fails to meet the re- 
quirements of subsection (b)(3) for such 
quarter shall nevertheless be considered to 
have satisfied the requirements of such sub- 
section for such quarter if— 

(!) such failure is due to the ownership of 
assets the total value of which does not ex- 
ceed the lesser of— 

(I) 1 percent of the total value of the 
corporation's assets at the end of the 
quarter for which such measurement is 
done, or 

(ID $10,000,000. and 

(ii)(I) the corporation, following the 
identification of such failure, disposes of 
assets in order to meet the requirements of 
such subsection within 6 months after the 
last day of the quarter in which the cor- 
poration’s identification of the failure to 
satisfy the requirements of such sub- 
section occurred or such other time period 
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prescribed by the Secretary and in the 
manner prescribed by the Secretary, or 
(II) the requirements of such subsection 
are otherwise met within the time period 
specified in subclause (I). 

(C) Tax 

(i) Tax imposed 

If subparagraph (A) applies to a corpora- 
tion for any quarter, there is hereby im- 
posed on such corporation a tax in an 
amount equal to the greater of— 

(I) $50,000. or 

(II) the amount determined (pursuant 
to regulations promulgated by the Sec- 
retary) by multiplying the net income 
generated by the assets described in the 
schedule specified in subparagraph (A)(i) 
for the period specified in clause (ii) by 
the highest rate of tax specified in sec- 
tion 11. 

(ii) Period 

For purposes of clause (i)(II). the period 
described in this clause is the period begin- 
ning on the first date that the failure to 
satisfy the requirements of subsection 
(b)(3) occurs as a result of the ownership of 
such assets and ending on the earlier of 
the date on which the corporation disposes 
of such assets or the end of the first quar- 
ter when there is no longer a failure to sat- 
isfy such subsection. 

(iii) Administrative provisions 

For purposes of subtitle F. a tax imposed 
by this subparagraph shall be treated as an 
excise tax with respect to which the defi- 
ciency procedures of such subtitle apply. 

(e) Investment companies furnishing capital to 
development corporations 
(1) General rule 

If the Securities and Exchange Commission 
determines, in accordance with regulations is- 
sued by it. and certifies to the Secretary not 
earlier than 60 days prior to the close of the 
taxable year of a management company or a 
business development company described in 
subsection (a)(1), that such investment com- 
pany is principally engaged in the furnishing 
of capital to other corporations which are 
principally engaged in the development or ex- 
ploitation of inventions, technological im- 
provements. new processes, or products not 
previously generally available, such invest- 
ment company may, in the computation of 50 
percent of the value of its assets under sub- 
paragraph (A) of subsection (b)(3) for any quar- 
ter of such taxable year, Include the value of 
any securities of an issuer, whether or not the 
investment company owns more than 10 per- 
cent of the outstanding voting securities of 
such issuer, the basis of which, when added to 
the basis of the investment company for secu- 
rities of such issuer previously acquired, did 
not exceed 5 percent of the value of the total 
assets of the investment company at the time 
of the subsequent acquisition of securities. 
The preceding sentence shall not apply to the 
securities of an issuer if the investment com- 
pany has continuously held any security of 


such issuer (or of any predecessor company of 
such issuer as determined under regulations 
prescribed by the Secretary) for 10 or more 
years preceding such quarter of such taxable 
year. 

(2) Limitation 

The provisions of this subsection shall not 
apply at the close of any quarter of a taxable 
year to an investment company if at the close 
of such quarter more than 25 percent of the 
value of its total assets is represented by secu- 
rities of issuers with respect to each of which 
the investment company holds more than 10 
percent of the outstanding voting securities of 
such issuer and in respect of each of which or 
any predecessor thereof the investment com- 
pany has continuously held any security for 10 
or more years preceding such quarter unless 
the value of its total assets so represented is 
reduced to 25 percent or less within 30 days 
after the close of such quarter. 

(3) Determination of status 

For purposes of this subsection, unless the 
Securities and Exchange Commission deter- 
mines otherwise, a corporation shall be con- 
sidered to be principally engaged in the devel- 
opment or exploitation of inventions, techno- 
logical improvements, new processes, or prod- 
ucts not previously generally available, for at 
least 10 years after the date of the first acqui- 
sition of any security in such corporation or 
any predecessor thereof by such investment 
company if at the date of such acquisition the 
corporation or its predecessor was principally 
so engaged, and an investment company shall 
be considered at any date to be furnishing cap- 
ital to any company whose securities it holds 
if within 10 years prior to such date it has ac- 
quired any of such securities, or any securities 
surrendered in exchange therefor, from such 
other company or predecessor thereof. For 
purposes of the certification under this sub- 
section. the Securities and Exchange Commis- 
sion shall have authority to issue such rules, 
regulations and orders, and to conduct such 
investigations and hearings, either public or 
private, as it may deem appropriate. 

(4) Definitions 

The terms used in this subsection shall have 
the same meaning as in subsections (b)(3) and 
(c) of this section. 

(f) Certain unit investment trusts 
For purposes of this title — 

(1) A unit investment trust (as defined in the 
Investment Company Act of 1940)— 

(A) which is registered under such Act and 
issues periodic payment plan certificates (as 
defined in such Act) in one or more series, 

(B) substantially all of the assets of which, 
as to all such series, consist of (i) securities 
issued by a single management company (as 
defined in such Act) and securities acquired 
pursuant to subparagraph (C), or (ii) securi- 
ties issued by a single other corporation, and 

(C) which has no power to invest in any 
other securities except securities issued by a 
single other management company, when 
permitted by such Act or the rules and regu- 
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lations of the Securities and Exchange Com- 
mission, 

shall not be treated as a person. 

(2) In the case of a unit investment trust de- 
scribed in paragraph (1) — 

(A) each holder of an interest in such trust 
shall, to the extent of such interest, be 
treated as owning a proportionate share of 
the assets of such trust; 

(B) the basis of the assets of such trust 
which are treated under subparagraph (A) as 
being owned by a holder of an interest in 
such trust shall be the same as the basis of 
his interest in such trust; and 

(C) in determining the period for which the 
holder of an interest in such trust has held 
the assets of the trust which are treated 
under subparagraph (A) as being owned by 
him, there shall be included the period for 
which such bolder has held his interest in 
such trust. 

This subsection shall not apply in the case of a 
unit investment trust which is a segregated 
asset account under the insurance laws or regu- 
lations of a State. 

(g) Special rule for series funds 

(1) In general 

In the case of a regulated investment com- 
pany (within the meaning of subsection (a» 
having more than one fund, each fund of such 
regulated investment company shall be treat- 
ed as a separate corporation for purposes of 
this title (except with respect to the defini- 
tional requirement of subsection (a)). 

(2) Fund defined 

For purposes of paragraph (I) the term 
“fund” means a segregated portfolio of assets, 
the beneficial interests in which are owned by 
the holders of a class or series of stock of the 
regulated investment company that is pre- 
ferred over all other classes or series in re- 
spect of such portfolio of assets. 

(h) Qualified publicly traded partnership 

For purposes of this section, the term “quali- 
fied publicly traded partnership” means a pub- 
licly traded partnership described in section 
7704(b) other than a partnership which would 
satisfy the gross income requirements of section 
7704(c)(2) if qualifying income included only in- 
come described in subsection (b)(2)(A). 

(i) Failure to satisfy gross income test 
(1) Disclosure requirement 

A corporation that fails to meet the require- 
ment of paragraph (2) of subsection (b) for any 
taxable year shall nevertheless be considered 
to have satisfied the requirement of such para- 
graph for such taxable year if— 

(A) following the corporation’s identifica- 
tion of the failure to meet such requirement 
for such taxable year, a description of each 
item of its gross income described in such 
paragraph is set forth in a schedule for such 
taxable year filed in the manner provided by 
the Secretary, and 

(B) the failure to meet such requirement is 
due to reasonable cause and not due to will- 
ful neglect 


(2) Imposition of tax on failures 
If paragraph (1) applies to a regulated in- 
vestment company for any taxable year, there 
is hereby imposed on such company a tax in an 
amount equal to the excess of— 

(A) the gross income of such company 
which is not derived from sources referred to 
in subsection (b)(2), over 

(B) x /a of the gross income of such company 
which is derived from such sources. 
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MENTZ LETTER 


DEPARTMENT OF THE TREASURY 
Washington, DC 
February 5, 1986. 

Hon. RONNIE G. FLIPPO, 

House of Representatives, Washington, DC. 

DEAR MR. FLIPPO: 

Thank you for your September 25. 1985, letter to former Assistant Secretary Pearlman requesting the 
Treasury Department's views on H R. 3397. 1 apologize for the delay in responding. 

H R. 3397 would amend the provisions of the Internal Revenue Code relating to regulated investment 
companies ("RICs"). The amendments would remove a limitation on the short-term trading activities of 
RICs, expand and clarify the types of income that may be earned by RIC's revise and clarify the treatment 
of RICs organized In series form, and make other minor changes. In general, the Treasury Department 
supports H.R. 3397. We believe, however, that revisions are needed to narrow the amendment of the 
income source rules and to provide certain transition rules. Our comments on the specific provisions of 
H.R. 3397 are described below. 


Sources of income of RICS. Section 851(b)(2) of the Code requires a RIC to derive at least 90 percent 
of its gross income from dividends, interest, payments with respect to securities loans, and gains from the 
sale or other disposition of stock or securities. This listing of qualifying income fails to include many types 
of investment-related income commonly received by RICs. 

The Internal Revenue Service has often gone beyond the literal terms of the statute in order to give a 
reasonable interpretation to section 851(b)(2). For example, the IRS has ruled privately that certain 
investment products will be treated as securities, gains from the sale or disposition of which will be 
qualifying income under section 851(b)(2). See G.C.M. 37233 (August 25, 1977) (options on securities); 
G.C.M 38994 (January 21, 1983) (futures contracts on securities); and G.C.M. 39316 (July 31, 1984) 
(stock index futures, options on stock indexes, and options on stock index futures). In addition, the IRS 
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has ruled both publicly and privately that the receipt of certain other Kinds of income, although not 

qualifying under section 851(b)(2), will not result in loss of RIC status. See Rev. Rut. 6 4-247, 1.964-2 

C.8. 1-79 (recovery of excess management fees); Rev. Rut. 74-248 1.974-1 C.S. 167 (recovery of 
damages from investment advisor for breach of fiduciary duty); Ur. Rut. 8530016 (April 24, 1985) 
(recovery of state taxes). Despite the flexibility that has been shown by the IRS. RICs often can be certain 
of the treatment of vanous income items only by obtaining a private ruling from the IRS. 

H.R. 3397 would amend section 851(b)(2) to expand the list of qualifying income of a RIC to include gains 
from the disposition of •foreign currency, and other income (including but not limited to gains from options 
or futures contracts) derived with respect to its business of investing in such stock, securities, or 
currencies.' If section 851(b)(3) is repealed, additional pressure is placed on section 851(b)(2) to limit the 
types of activities in which RICs may engage. We believe it is essential that two limits on the activities of 
RICs be retained. First, income qualifying under section 851(b)(2) should be limited to income from 
property held for investment, as opposed to property held for sale to customers in the ordinary course of 
business. Second, income qualifying under section 851(b)(2) should be limited to income from stocks and 
securities, as opposed to other property. (The reimbursement or recovery of expenses and similar items 
should be treated as falling within these limits since they generally represent amounts that were offset 
against such income in past years.) For example, under the second limit, we would generally not treat as 
qualifying income gains from trading in commodities, even if the purpose of that trading is to hedge a 
related stock investment. 

H R. 3397 would treat foreign currency gains as income qualifying under section 851(b)(2) . Foreign 
currency is a commodity and not a security. The purchase and sale of a stock or security denominated in 
a foreign currency cannot be accomplished, however, without the purchase and sale of foreign currency. 
Hence, foreign currency gains and losses are an inherent part of any investment in foreign-currency 
denominated securities. 

We believe that investments in foreign-currency denominated securities are the type of passive 
investments that should be permissible for RICs. Moreover, foreign currency investments that are made 
to hedge investments in foreign-currency denominated securities also appear to be an appropriate, part of 
the passive investment activity of RICs. Accordingly, we believe that foreign currency gains from 
investments in foreign-currency denominated securities and from hedging activities with respect to such 
securities should be treated as qualifying income under section 851(b)(2). 
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We question whether other foreign currency gains should be treated as qualifying income under section 
851(b)(3). We recognize, however, that attempting to distinguish between qualifying and nonqualifying 
foreign currency gains would be difficult. We are not prepared at this time to propose statutory rules that 
would draw the appropriate distinction. Consequently, we suggest that foreign currency gains be added to 
the list of qualifying income under section 851(b)(2), but that Treasury be provided with regulatory 
authority to exclude from qualifying income any foreign currency gains that are not derived with respect to 
investment in a foreign-currency denominated security or from hedging activity with respect to such a 
security. 


We appreciate the opportunity to comment on the provisions of H R. 3397 and look forward to working 
with Congress toward legislative improvements in this area. 

Sincerely. 

J. ROGER MENTZ. 

Acting Assistant Secretary 
(Tax Policy). 
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Regulated investment company (RIC). A RIC'5 income from a derivative contract with respect to a commodity index is not qualifying income for 
purposes of section 851(b)(2) of the Code if the income from the contract is not derived w«h respect to the RlC's business of investing m stocks, 
securities, or currencies Such a contract is not a security ter purposes of section 851 (bH2) 

ISSUE 


If a corporation enters into a denvaUve contract that provides for a total-return exposure on a commodity index, does income from the denvative 
contract satisfy the test described m section 851(b)(2) of the Internal Revenue Cooe? 

FACTS 


R is a management company registered under the Investment Company Ad of 1 940 (the "40 Act*), 1 5 U S.C. section 80a- 1 ef seq., as amended, 
and has elected under section 851(b)(1) of the Code to be a regulated investment company (RIC) taxable under subchapter M. part I. of the Code R 
invesls substantially ai of the funds it receives from shareholders m debt instruments R also enters into contracts (‘Derivatives*) with various 
counterparties pursuant to Master Agreements under which it will pay an amount equal to the 3-month U.S. Treasury bill rate plus a spread and 
pursuant to which It win receive (or pay) an amount based on the total rotum gam (or loss) on a commodity mdex The aggregate amount of the odex 
on which the return on the Derivatives is based rs approximately equal to the aggregate amount R has invested in its debt instruments The payment 
obligation on each Oenvativc is settled monthly by the receipt (m the event of a gam) or payment (in the event of a loss) of cash, m the net amount 
due under the contract, and each monthly measuring penod constitutes a separate derivative contract under the Master Agreements 

LAW 

Section 85 1 (b)(2) of the Code provides that a corporation shall not be considered a RIC for any taxable year unless it meets an income test (Che 
■qualifying income requirement*) Under this test, at least 90 percent of its gross income must be derived from certain enumerated sources 

In addition, section 851(b)(3) of the Code provides that a corporation shall not be considered a RIC for any taxable year unless it meets an asset lest 
(the 'asset test’) Under this test, at least 50 percent of its total assets must be represented by cash, cash items. Government securities securities of 
Other RiCs. and 'other securities * The "other securities' are generally limited with respect to any one issuer to an amount not greater than 5 percent 
of the value of the RICs total assets and to not more than 10 percent of the outstanding voting securities of the issuer. 

Prior to the enactment of the Tax Reform Act of 1986 (the *1986 Act*), sectron 851(b)(2) identified qualifying income as 'dividends, interest payments 
with respect to securities loans (as defined in secton 512(a)(5)). and gams from the sale or other disposition of stock or securities ' Section 851 d*d 
not contain its own definition of the term 'securities.' but secton 851(c)(5) provided that for purposes of the asset test ’all other terms shaS have Ihe 
same meaning as when used" in me '40 Act 

The 1 986 Act expanded the definition of RIC qualifying income in a number of ways: by adding a cross-reference to the definition of 'securities* in the 
'40 Act by adding gams from the sale or other deposition of foreign currencies and by adding an 'other income* provision. As so amended, section 
851(b)(2) defines qualifying income, in relevant part as— 

dividends, interest payments with respect to securities loans (as defined in section 51 2(a)(5)). and gains from the safe or other 
disposition of stock or securities (as defined in [the 40 Act® or foreign currencies, or other income (including bul not limited to gens 
from options, futures or forward contracts) derived with respect to [the RlC's] business of investing in such stock, securities, or 
currencies — 

Section 851(b) further provides that, tor Bus purpose, 'the Secretary may by regulation exdude from qualifying income foreign currency gains which 
are not directly related to the company's principal business of investing m stock or securities (or cations and futures with respect to stock or 
securities).* 
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The '40 Acs defines 'security' as — 

any note, stock, treasury stock, security Mure. bond, debenture, evidence of indebtedness, certificate of interest or participation m any 
profit-sharing agreement, collateral-trust certificate, preorganizabon certificate or subscription, transferable share investment contract, 
voting-trust certificate, certificate of deposit tor a secunty. fractional undivided interest in oil. gas. or other mineral nghts, any put, call, 
straddle, option, or privilege on any secunty (indudfog a certificate of deposit) or on any group or index of securities (including any 
interest therem or based on the value thereof), or any pot. call, straddle, option, or privilege entered into on a national securities 
exchange relating to foreign currency, or. in general, any interest or Instrument commonly known as a 'secunty'. or any certificate of 
interest or participation in. temporary or interim certificate tor. receipt for. guarantee of. or warrant or right to subscribe to or purchase, 
any of the foregoing 

15 U S.C § 80a-2(a)(3S) (2000). 

ANALYSIS 

1 . Definition of " securities . " 


The Derivatives that R enters into are not stock, debf instruments, or currency (or options. Mures, or forward contracts with respect to stock, debt 
instruments, or currency) Nevertheless. R» income bom the Derivatives may be 'other income' if the Denvatrves are 'secuntes‘ for purposes of 
section 851(b)(2). This determination depends on the effect of the 1986 Act amendments to section 851(b)(2), which added the cross-reference to 
the definition of secunties in the '40 Act. 

There is no conclusive authonty. however, as to whether denvative contracts on commodities are included in the '40 Act's definition of 'secunbes ’ 
Accordingly, consideration of Congressional intent tn enacting that cross-reference is helpful in determinng whether commodity denvative contracts 
arc securities for purposes of section 851(b)(2) Evidence of that intent may be found m the background to amendments to section 851(b)(2) m the 
1986 Act The amendments were added as a Senate floor amendment to the bill that eventually became the 1986 Act The House and Senate 
committee reports, therefore, do not discuss these provisions, and the relevant discussion of the cross-reference in the report of the Conference 
Committee is extremely brief See H R Rep. No 99-426 (1985) (not discussed), S Rep. No 99-313 (1986) (not discussed). 2 H R Conf Rop. No 
99-84 1 . at 11-243 (1986) ("The Senate amendment danfies the definition of ‘securities' by reference to the definition of securities in the Investment 
Company Act of 1940.’) Thus the best evidence of Congressional intent is found in the floor statement when the provision was added to the Senate 
bil and m other floor statements and Administration comments concerning related legislation 

The legislative antecedents to the 1986 Act amendments included H R. 3397. which was introduced on September 20. 1985, by Representatives 
Flippo. Kenrveliy. and McGrath, and S. 2155. which was introduced on March 7. 1986. by Senator Armstrong. These biBs proposed the 'other 
mcome' provision and the cross-reference to the definition of secunty m the '40 Act The former change was to codify a senes of letter rulings, and 
the latter was to reflect then-current Treasury Regulations See 131 Cong. Rec 24.570 (1985) (section-by section analysis of H R 3397) 

With respect to the definition of qualifying income. Senator Armstrong's floor amendment to (he Ml that became the 1 965 Act was identical to S. 
2155. In introducing S 2155. Senator Armstrong explained that tus bill incorporated 'mine# changes' to H R 3397 'to comply with recommendations 
of the Treasury Department, which has given its support for the BiB ' 132 Cong Rec 4045 (1986) (remarks of Senate# Armstrong). Senator 
Armstrong concluded his remarks by inserting into the Congressional Record the letter from the Treasury Department that had recommended 
changes to H R 3397. See td at 4046. 4047-48 (inserting a letter from Acting Assistant Secretary of the Treasury (Tax Pet icy) J Roger Mena, dated 
February 5. 1986). 

Mr Mena s letter explained the fundamental pofrey served by the qualifying moome requirement 

|l]t cs essential that two limits on the activities of RJCs be retained. First, income qualifying under section 851 (b)(2) should be limited to 
income from property held for investment as opposed to property held for sale to customers m the ordinary course of business. 

Second, income qualifying under section 851(b)(2) should be limited to moome from stocks and securities, as opposed to other 
property . For example, under that second limit we would generally not treat as qualifying income gains from trading in 
commodities, even if the purpose of that track ng is to hedge a related stock investment. 


Id. at 4048. 

The letter pointed out that the Service had 'often gone beyond the literal terms of the statute m order to give a reasonable interpretation to [then- 
current] section 851(b)(2).' for example by granting fetter rulings that certain investment products were securities, gams on the sale or disposition of 
which resulted in qualifying moome (The products explicitly mentioned were options on secunties futures contracts on securities, slock index futures, 
options on stock indices, and options on stock index Mures ) The letter noted that, despite this flentxtity. each RlC could be certain of the treatment 
of various income items only by obtaining its own letter ruling See id st 4047-48. Thus, one justification tor the amendments in H R 3397 appeared 
to be providing the needed certainty. 

With respect to foreign currency gains, the Treasury tetter staled. 

We believe that investments in foreign-currency denominated securities are the type of passive investments that should be 
permissible for RICs Moreover, foreign currency investments that are made to hedge investments in foreign-currency denominated 
securities also appear to be an appropriate!] part of the passive investment activity of RICs. Accordingly, we befceve that foreign 
cumency gains from investments m foreign-currency denominated secunties and from hedging activities with respect to such secuniies 
should be treated as qualifying income under section 851 (bX2) 

Id at 4048. 

The Treasury Department, however, was not prepared at that time to propose statutory rules that would distinguish between currency gains relating 
to investments in stocks or securities denominated in a foreign currency and other currency gains that Treasury beteved should not be qualifying 
income unde# section 851(b)(2). The letter, therefore, suggested that foreign currency gains be added to the list of qualifying income but that 
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investment m a foreign-currency denominated security or from hedging activity with respect to such a security ' Id 

When Senator Armstrong offered the relevant provision as an amendment on the Senate floor, ne asserted that it ’enjoys the support of the Treasury 
Department’ and that its purpose was ’to permit the mutual fond industry to make better use of income from stock options futures contracts and 
options on stock indflcjes. options and futures o(n] foreign currencies and foreign currency transactions ' t32 Cong Rec. 14.991-92 (1986). 

This discuss ion demonstrates that the amendments to section 651(b)(2) made by the 1986 Act had a very specific purpose, which was to orovide 
certainty by expanding the statutory description of qualifying income ;o include income that the Service, in specific cases, had already trealed 
administratively as qualifying income This included income horn denvatrve contracts on stocks and secunties (as the term 'secunty' is generally 
understood in the U S ta* law), such as futures and options on stock indices, which create an economic exposure to stock or securities even though 
the property underlying the denvabve may be a collection of stocks and secunties, rather than a specific stock or secunty 

The new rule regarding gains from foreign currencies (and options, futures or forward contracts on foreign currencies) was d^Jmct from both the 
‘other income’ provision and the cross-reference to the definition of 'secunty* m the '40 Act. Thus a separate provision both established the general 
rule that foreign currency gain is qualifying income and created specific regulatory authority to exclude any foreign currency gams that are not 
‘directly reiated" to a RiC's ’pnnapa! business of investing in stock or secunties (or options and futures wth respect to stock or securities).’ The 
reason was that these gains were income from property other than stock or secunties. 

The foregoing indicates that Congress <*d not intend for the cross-reference to the ‘40 Act to incorporate into section 651 (b)(2) an expansive 
construction of the term ’securities * Particularly important was the specific inclusion in the 1966 amendment of foreign-currency-rdated gams. If the 
'40 Act were read expansively, there would be no need for special mention of these gains, because they would be included in the provision for ’other 
income derived with respect to (the RIC's) business of investing in secunties * Moreover, the authonty given to T reasury to exclude from qualifying 
income ’foreign currency gams which are not directly related to the company's principal business of investing in stock or securities' indicates that the 
reason for the special treatment for foreign currency was to faoMate a RiC's principal activity, namely investing m qualifying stock or securities, when 
the stock or securities are denominated m a foreign currency 

A construction of the term ’securities’ that excludes derivative contracts providing for a total return exposure to a commodity index is consistent with 
Congress intent in amending section 851(b)(2) m 1986. Accordingly, because the underlying property is a commodity (or commodity index), the 
Derivatives that R enters into are not secunties for purposes of section 851(b)(2) 

2. Application of the "other income” provision. 

R invests substantially an of the funds it receives from shareholders m debt instruments, which are securities for purposes of section 851 (b)(2). Even 
though Rs Derivatives are not themselves secunties for purposes of section 851(b)(2). income from the Denvatives counts toward the 90-percent 
test if it is ’other income (including but not limited to gams from options, futures, or forward contracts) denved with respect to (ffsj business of 
investing in’ stock, securities, or currencies. 

R. however, does not enter into the Derivatives m connection with a business of investing in stock, securities, or currencies- Nor does R enter into the 
Derivatives m order to reduce or hedge the level of n$k n a business of investing m stock, secunties. or currencies Rs business is to create 
investment exposure to changes in commodity prices, and the Derivatives are the primary vehicle tor domg so. R owns the debt instruments to 
facilitate its business of providing this commodity -denvatrve exposure. Because Rs Derivatives are not themselves securities and because R does 
not enter into those contracts witn respect to a business of investing in stock, secunties. or currencies, income from the Denvatives is not qualifying 
income for purposes of section 851 (b)(2). 

HOLDING 

A derivative contract wrih respect to a commodity index is not a secunty for purposes of section 851(b)(2). Under the facts above. Rs income from 
such a contract is not qualifying income for purposes of section 851(b)(2) because the income from the contract * not derived with respect to Rs 
business of investing in stocks, secunties or currencies. 

PROSPECTIVE APPLICATION 

Under the authority of section 7805(b)(8). the holding of this revenue ruling will no! be appfied adversely with respect to amounts of income that a 
taxpayer recognizes on or before June 30. 2006 

DRAFTING INFORMATION 

The pnnopal author of this revenue rating is Dale S. Coimson of the Office of the Associate Chief Counsel (Financial Institutions & Products). For 
further information regarding this revenue rating, contact h«n at (202) 622-3900 or Susan Thompson Baker at (202) 622-3930 (not toll-free calls) 
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IRS Implicitly Rules on Economic 
Substance Doctrine and Blockers 
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Jeffrey W. Maddrey 


David H. Shapiro and Jeffrey W. Maddrey are 
principals in the Washington National Tax office of 
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The authors note that the [RS has recently issued 
more than 40 private letter rulings (on identical facts) 
that sanction the use of tax-motivated blockers- They 
assert that the rulings implicitly hold that the eco- 
nomic substance doctrine does not apply to those 
blockers, and they consider the potential importance 
of that implicit holding, following the enactment of 
section 7701(o). 
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A mutual fund cannot generate "good FUC in- 
come"* by trading in commodities. The IRS made 
that abundantly clear in Rev. Rul. 2006-1, 2 and 
Congress purposefully refused to change that result 
when it enacted the Regulated Investment Com- 
pany Modernization Act of 2010 at the end of last 
year. 3 Notwithstanding the dear prohibition on 


‘That is, income described in section 851 that enables the 
company to qualify as a regulated investment company for tax 

CB. 261. Doc 2005-25446. 2005 TNT 242-25. The 
ruling comprehensively details the legislative history of the 
prohibition on commodity trading within RICs, describing how 
a senator inserted a letter from the assistant secretary of the 
Treasury into the Congressional Record that "explained the fun- 
damental policy served by the qualifying income requirement." 
That letter stated, 'It is essential that limits on die activities of 

RICs be retained Income qualifying [as good R1C income) 

should be limited to income from stocks and securities, as 
opposed to other property. ... For example, under [the] limit 
wc would generally not treat as qualifying income gains from 
trading in commodities, even if the purpose of that trading is to 
hedge a related stock investment" See also Rev. Rul. 2006-31, 
2036-1 C.B. 1133, Doc 2006-10637 , 2006 TNT 107-20. 

’Early versions of the R1C Modernization Act contained a 
provision that would allow RICs to trade commodities. See H R. 

(Footnote continued in next column.) 


direct commodity trading by a fund under current 
law, it would appear that a fund can generate good 
RIC income by trading commodities in a wholly 
owned controlled foreign corporation created for 
this purpose. So the thinking goes: (i) a fund 
employing this strategy is not, itself, generating any 
income from commodity trading; (ii) the fund is still 
taxed on 100 percent of the commodity trading 
income by reason of subpart F 4 ; and (iii) the subpart 
F inclusions are, themselves, items of good RIC 
income. The IRS has recently confirmed that result 
in more than 40 private letter rulings, 5 which ex- 
plicitly rule that subpart F inclusions resulting from 


4337, section 201 as originally introduced m the House or Dec. 
16. 2009 (Doc 2009-27636. 2009 TNT 240-29). However, the 
provision was removed by a voice vote in the Senate. See also 
Letter of the Commodity Markets Oversight Coabtion, dated 
Nov. 24. 2010, regarding the RIC Modernization Act, available at 
http://www.coounoditymarket5oversight.org (last checked 
Feb. 23, 2011); Joint Committee on Taxation, 'Technical Expla- 
nation of H.R. 4337, the 'Regulated Investment Company Mod- 
ernization Act of 2010/ for Consideration on the floor of the 
House of Representatives," JCX-49-10 (Sept. 28, 2010), at 6-7, 
Doc 2010-2U 78. 2010 TNT 188-22. (Interestingly, the JCT report 
explicitly acknowledges that "the IRS also has held that income 
of a RIC derived from investments in commodities by a wholly 
owned foreign subsidiary of the RIC is qualifying income for 
purposes of the gross income test”) 

*See section 954(c)(1)(C) (commodity trading income is "for- 
eign personal holding company income"). The CFC is not. itself, 
taxed in die United States by reason of die commodity trading 
safe harbor in section 864(c) 

5 As of March 3, the following 44 private letter rulings have 
been publicly released. (Readers will note that they began as a 
trickle in the 2006-2008 period and that the pace picks up 
considerably in 2009-2011.) Set LTR 200647017, Doc 2006-23717 . 
2006 TNT 227-24; LTR 200741004, Doc 2007-22919, 2007 TNT 
199-25; LTR 200743005. Doc 2007-23886, 2007 TXT 209-39 ; LTR 
200822010. Doc 2005-11948. 2008 TXT 106- 39, LTR 200840039, 
Doc 2008-21294, 2008 TXT 194-44; LTR 200842014, Doc 2008- 
12256, 2008 TXT 203-56; LTR 200912003, Doc 2009-6214, 2009 
TXT 53-21 ; LTR 200922010, Doc 2009-12098. 2 009 TXT 102-26; 
LTR 200923011, Doc 2009-12734. 2009 TXT 107-35; LTR 
200931003, Doc 2009-17407. 2009 TNT 146-33; LTR 200931008, 
Doc 2009-17412, 2009 TXT 146-34; LTR 200932007, Doc 2009- 
17959, 2009 TXT 151-37; LTR 200936002, Doc 2009-19SS6. 2009 
TXT 172-50; LTR 200939017, Doc 2009-21334, 2009 TXT 185-39 ; 
LTR 200946036, Doc 2009-25045, 2 009 TNT 218-4 5; LTR 
200947026, Doc 2009-25640. 2009 TNT 223-37; LTR 200947032. 
Doc 2009-25646, 2009 TNT 223-38 ; LTR 201005023, Doc 2010- 
2804, 2010 TNT 25-41; LTR 201007044, Doc 2010-3702, 2 010 TXT 
35-41; LTR 201024004, Doc 2010-13543. 2010 TNT 11843; LTR 
201024003, Doc 2010-13542. 2010 TNT 11842; LTR 201025031, 
Doc 2010-14148. 2010 TNT 123-3 6; LTR 201030004, Doc 2010- 
16986, 2010 TXT 14741; LTR 201034011. Doc 2010-19012, 2010 
(Footnote continued on next page.) 


TAX NOTES, March 21. 2011 


I Permanent Subcommittee on Investigational 

EXHIBIT #3d 


1461 


82 


COMMENTARY / VIEWPOINTS 

commodity trading activity constitute good RIC 
income for the fund (the explicit holding). 6 Signifi- 
cantly, the IRS did not condition the favorable letter 
rulings on the existence of a nontax business pur- 
pose for the interposition of the CFCs. From the face 
of the rulings, it appears that the sole purpose for 
the interposition of the CFCs was to achieve the 
conversion effect — in other words, the CFCs were 
created to achieve a tax purpose. 

Although the rulings do not mention the eco- 
nomic substance doctrine or section 269, they con- 
tain an implicit holding that the economic 
substance doctrine and section 269 do not apply 
(the Implicit Holding). There is simply no way to 
reach the good RIC income result without getting 
comfortable with the view that neither applies. 
Read fairly, the rulings countenance the overtly 
tax-motivated use of a CFC to, for lack of a better 
term, convert bad income (income from commodity 
trading) into good RIC income (subpart F inclu- 
sions). Stated differently, the rulings allow a fund to 
use a foreign corporation to engage in activities 
which, if performed directly, would generate a bad 
U.S. tax result. The nonapplication of the economic 
substance doctrine and section 269 are integral to 
the result and therefore implicit in the ruling. 

The Implicit Holding is significant for three rea- 
sons. 

First, the Implicit Holding marks an important 
evolutionary point in the IRS's administrative view 
of the role of business purpose where a corporation 
is interposed between a taxpayer and an activity 


TNT 167-29 ; LTR 201037012, Doe 2010-20330, 2010 TNT 181-38 ; 
LTR 201037014, Doc 2010-20382. 2010 TNT 181-39 ; LTR 
201039002, Doc 2010-21438, 2010 TNT 191-52; LTR 201041033, 
Doc 2010-22482, 2010 TNT 200-35: LTR 201042015, Doc 2 010- 
22921. 2010 TNT 208-34; LTR 201042001, Doc 2010-22907. 2010 
TNT 205-33; LTR 201043017, Doc 2010-23437. 2010 TNT 210-34; 
LTR 201048021, Doc 2010-25739. 2010 TNT 233-43; LTR 
201048022, Doc 2010-25740, 2010 TNT 233-44; LTR 201049015, 
Doc 2010-26343, 2010 TNT 238-36; LTR 201051014, Doc 2010- 
27368. 2010TNT 248-24; LTR 201102047, Dec 2011-948, 2011 TNT 
11-34; LTR 201102055, Doc 2011-956, 2011 TNT 11-33; LTR 
201103017, Doc 2011-1373, 2011 TNT 15-58; LTR 201103009, Doc 
2011-1365, 2011 TNT 15-57; LTR 201103033, Doc 2011-1389, 2011 
TNT 15-60; LTR 201104013, Doc 2011-1932. 2011 TNT 20-45; LTR 
201107012, Doc 2011-3560, 2011 TNT 35-33; LTR 201108008, Doc 
2011-401 2, 2011 TNT 39-47; LTR 201108018, Doc 2011-4022, 2011 
TNT 39-48. We would note that most of the rulings were issued 
after the enactment of section 7701 (o). 

'"Some of the rulings also directly address the highly techni- 
cal issue of whether a subpart F inclusion constitutes good RIC 
income when it is not accompanied by a distribution from the 
CFC. Dale Collinson wrote a thoughtful piece explaining that 
aspect of the rulings (which is not immediately apparent, at 
least to us, without Collinson's insights guiding the way). See 
Dale S. Collinson. "Qualifying Income of a RIC From Invest- 
ment in a CFC." Tax Notes. Feb. 12, 2007, p. 673. Doc 2007-1721, 
or 2007 TNT 30-49. 


that, absent tax concerns, would be undertaken 
directly by the taxpayer. Earlier, in three important 
rulings addressing the interposition of a foreign 
corporation between a tax-exempt entity and an 
activity that would give rise to unrelated business 
taxable income, the IRS ruled that the interposed 
corporation worked as intended. 7 However, those 
private rulings (like some earlier cases 8 ) were con- 
ditioned on the patina of a nontax business pur- 
pose. In each of the UBTI rulings, the taxpayer 
represented four purposes, three of which were not 
tax related: (1) that the interposed corporation pro- 
vides flexibility in disposing of underlying invest- 
ments; (2) that the interposed corporation provides 
"further insulation" from liabilities arising from the 
investments; (3) that the interposed corporation will 
be able to manage investments more efficiently; and 
(4) that the interposed corporation will enable the 
tax-exempt investor to avoid earning UBTI. 

Viewed objectively, the articulated business pur- 
poses in tiie UBTI rulings ring hollow, especially 
when weighed against the significant tax advan- 
tages derived from interposing the corporation. In 
tire recent commodity CFC rulings, the IRS appears 
to have jettisoned the need for tire taxpayers to 
represent that they had a nontax business purpose. 
With one exception, 9 no mention is made of a 


r See LTR 200251016, Doc 2002-27816 , 2002 TNT 246-32; LTR 
2002520%, Doc 2003-96. 2002 TNT 250-78; and LTR 200315028, 
Doc 2 003-9318, 2003 TNT 71-41. 

*in Siegal v. Commissioner, 45 T.C. 566 (1966), uq. 1966-2 C.B. 
3, a U.S. individual seeking to invest in a foreign partnership 
structured the investment through a newly organized, foreign 
corporation. Because the transaction occurred in a year before 
the enactment of the subpart F regime, if die corporation’s role 
was respected and if section 269 did not apply, the taxpayer 
would be entitled to significant deferral (when compared to 
holding die partnership investment directly). The Tax Court 
held for the taxpayer on both economic substance and section 
269 grounds. Significantly, die taxpayer offered the best nontax 
reasons he could for interposing the corporation (limit personal 
liability and protect against damage to his reputation, credit, 
and personal government license). The Tax Court found that the 
taxpayer "was in fact moved by these (nontax) considerations in 
substantial part" in interposing the foreign corporation, and 
thus did not view itself as addressing a situation in which the 
interposed corporation was solely tax-motivated. The court was, 
of course, aware of the heavy influence tax considerations had 
on die structure 'To be sure, we are not so naive as to dunk that 
tax consequences were not taken into account in organizing (the 
corporation!, and the record suggests that tax considerations 
did play a part.” 45 T.C at 576- 

TJTR 2CXJ743005, supra note 5, indicates that the fund will 
form the CFC "to enhance the performance of its portfolios and 
to better reflect the pricing of die commodities markets." None 
of the other LTRs articulates a similar purpose for creating or 
using the CFC. (The other LTRs do mention, in passing, that the 
fund will have limited liability m respect of activities conducted 
by the CFC. However, the LTRs do not suggest that that is a 
reason or purpose for the creation of the CFC.) 


1462 


TAX NOTES, March 21, 2011 


(C) Tax Analysts 201 1 All rights reserved Tax Analysis does not claim copyright in any public domain or third party content 


83 


business purpose in any of the rulings (in contrast 
to the UBTI rulings), and it is hard to imagine that 
there could be a nontax purpose outweighing the 
tax purpose on the facts of the rulings. The IRS did 
not force the taxpayers to concoct nontax reasons 
for the interposition of the corporation in the rul- 
ings — we all know why it is there; there is no 
reason to hide it. This is a small step (given the 
insignificance of the nontax purposes in the earlier 
situations), but it is nevertheless noteworthy. 

Second, the Implicit Holding is even more sig- 
nificant for what it might say about the economic 
substance doctrine after the enactment of section 
7701 (o). The IRS previously challenged (on eco- 
nomic substance grounds) transactions between 
taxpayers and corporate subsidiaries formed solely 
for tax avoidance. For example, in Northern Indiana 
Public Service Corporation,™ the IRS challenged (as 
lacking economic substance) a financing arrange- 
ment between a domestic corporation and its for- 
eign finance subsidiary (formed solely to obtain 
specific tax benefits under a treaty), the Seventh 
Circuit labeled the commissioner's economic sub- 
stance argument as "creative" but viewed it as an 
assault on the existence (from a tax perspective) of 
the subsidiary itself. Stated differently, the court 
interpreted the economic substance argument as an 
attempt by the IRS to disregard the existence of the 
corporation. The court did not accept the IRS argu- 
ment, and citing Moline Properties, explicitly articu- 
lated the principle that a corporation will be 
respected "for tax purposes, despite any tax-avoidance 
motive, so long as the corporation engages in bona 
fide economically-based business transactions" 
(emphasis added). 

Is Northern Indiana fairly read as a case in which 
the economic substance doctrine was applied using 
a "one-prong" test (that is, no business purpose is 
required for a corporation to be recognized), or as a 
situation in which the economic substance doctrine 
was not relevant to the question at hand? Obvi- 
ously, after the enactment of section 7701 (o), this 
question is critical. If the case involves a one-prong 
application of the economic substance doctrine, 
section 7701(o) would change the result. If the 
economic substance doctrine was not relevant to the 
court's holding, section 7701 (o) would change noth- 
ing. The Implicit Holding in the commodity CFC 
rulings suggests that the economic substance doc- 
trine is simply not relevant to the question.” In that 


,0 115 F3d 506 (7th Gr. 1997), Dec 97-16951. 97 TXT 1 11-17. 

"Indeed, perhaps the IRS concluded that the economic 
substance doctrine is so irrelevant, it’s not even worthy of being 
discussed. We would lament that as tax professionals in pnvate 
practice. Circular 230 does not afford us the same luxury. 
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regard, the rulings are an important step to defining 
and applying the economic substance doctrine ra- 
tionally. The rulings could be read as confirming 
that the codified version of the doctrine does not 
swallow the entire body of tax law. 

Third, the Implicit Holding is also significant for 
what it says about the IRS's approach to guidance 
regarding economic substance after the enactment 
of section 7701(o). Many have complained that the 
IRS has not published an "angel list" of transactions 
immune to economic substance attack- While we 
might appreciate a list that clearly delineates good 
transactions from bad, we realize that those lists are 
not the natural way tax law evolves. Much more 
natural is for the IRS to look at a few transactions in 
context and render its view in private rulings (or 
other forms of guidance). The IRS has clearly done 
that here. The 44-and-counting rulings have added 
another data point to the body of economic sub- 
stance authorities from which all can reason. 

Unfortunately, the fact that the Implicit Holding 
was implied (and therefore not discussed) limits its 
usefulness as a data point outside the narrow fact 
situation to which the rulings were addressed. 12 
Without discussion of the economic substance doc- 
trine in the text of the rulings, we are left to 
speculate about the principles guiding the rulings' 
conclusion. Why is it acceptable for RICs (and tax 
exempts) to use blockers? One can only guess. 
Perhaps the utilization of a blocker to convert the 
character of income and thereby avoid entity-level 
tax is simply an acceptable tax planning technique 
to which the economic substance doctrine does not 
apply. 15 Perhaps the idea is that the relevant opera- 
tive provision is so easily avoided by other means, 
that the utilization of an offshore blocker is not to be 
viewed as an incremental abuse. 14 Perhaps the 


“Indeed, we suspect that taxpayers will continue to seek 
new rulings, because the existing rulings don't explicitly discuss 
the economic substance doctrine or section 269, and therefore do 
not provide a mooring on which private practitioners can 
comfortably dock their own analysis on the issue. That fact 
emphasizes the critical importance of the IRS continuing to 
issue the rulings in "real time" — to ensure taxpayers can 
engage in an activity with which die IRS has no objection, but 
regarding which taxpayers cannot otherwise get comfortable by 
themselves. 

“See discussion above. 

14 For example, tax-exempt investors can gain leverage 
through mutual funds, swaps, and short sales — so allowing 
them to access leverage through an investment partnership (mb 
a foreign blocker) docs not meaningfully change anything. 
Similarly, RICs can obtain commodity exposure by investing in 
1940 act “securities" — so allowing than to access the same 
commodity exposure via a CFC docs not provide them with a 
practical result they could not already achieve. The latter 
strategy has given rise to a whole other senes of rulings, in the 
rulings themselves (and in a raft of other rulings). 
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identity of the taxpayers (RICs and tax exempts) 
makes a difference. Are they simply "good" (from a 
normative perspective), in contrast to other sorts of 
taxpayers (like hedge funds, perhaps)? Perhaps the 
government views the relevant rules 15 as inappro- 
priate and therefore is willing to tolerate tax- 
motivated structures to avoid their literal scope. 

The problem with those guesses, of course, is that 
they reflect subjective judgments that only the IRS 
is free to make. At some level, this is the problem 
with the economic substance doctrine as a whole. In 
practice, the doctrine feels more like an aesthetic 
response to one-off situations, rather than a coher- 
ent body of law. 15 With economic substance, we all 
know* it when we see it, or think we do. 17 But how 
are we to know, ex ante, that the situation in the 
rulings is not problematic? One might step back and 
ask: 

Here's a domestic corporation that might have 
earned income from commodity trading. The 
corporation would not qualify as a RIC be- 
cause of this activity, and so all of the corpo- 
ration’s income would be subject to U.S. tax (it 
would receive no deduction when it paid a 
dividend, as it might if it were a RIC). This is 
by design, because RICs are not allowed to 
trade commodities However, if the corpora- 
tion earns the same income, indirectly, through 
a wholly owned subsidiary and via subpart F 
inclusions, it need not pay any tax on the 
income. Does this comport with the economic 
substance doctrine and section 269 when this 
taxpayer's status as a RIC was not dearly 
intended by Congress? 111 

We suspect that that question sends taxpayers to 
the IRS for rulings because they have difficulty 
answering it definitively by themselves. Precisely 
because taxpayers can't know beforehand, a private 
ruling process (in which Implidt Holdings of the 
type seen in the commodity rulings are rendered) is 
an appropriate and indeed necessary step in the 
Sisyphean effort to administer the scope of the 
doctrine. We can't get an angel list, but we will take 


,v That is, the rules prohibiting debt-financed investments by 
tax exempts and commodity trading by RICs 

'^Joseph Isenberg, "Musing on Form and Substance in 
Taxation,'* 49 U. Chi L Rev. 859, 874 (1982) (criticizing early 
economic substance doctnne cases as "cncapsulatling) in the 
end an essentially aesthetic response to attempts by taxpayers 
thought unworthy of success"). 

''See Monte A. Jacket "The Dawn of a New Era: Congress 
Codifies Economic Substance," 71a Notes, Apr. 19, 2010, p. 289. 
Doc 2010-6878, or 2010 TNT 75-3; and David P. Han ton, "The 
Frame Game. How Defining the Transaction' Decides the 
Case," 63 Tax Lew. 1 (Fall 2009). 

18 See supra notes 2 and 3. 


what we can get — and we would submit that if the 
IRS is willing to make favorable calls (obviously, 
where appropriate) in the private ruling process, it 
would go a long way to administering the economic 
substance doctrine in a rational way. 

Having said that, we respectfully suggest that 
after more than 40 private rulings, it's time to 
publish a revenue ruling (or revenue procedure) on 
the topic, if for no other reason than to free up 
taxpayer and IRS resources. It would also ensure 
horizontal equity in the broader tax system (by 
ensuring that similarly situated taxpayers are 
treated the same). We recognize that the idea of an 
implicit holding embedded within a revenue ruling 
regarding sections 269 and 7701(o) may create some 
discomfort within the government. 19 If so, we re- 
spectfully suggest that the revenue ruling take a 
step toward making the Implidt Holding more 
explicit. By expressly articulating the rationale for 
the Implicit Holding, it would limit the potential 
that it can be used in ways the government finds 
objectionable. Furthermore, there seems little harm 
now that the administrative practice on this point 
has been set. Note that the JCT's explanation of 
section 7701 (o) provides: 

The provision is not intended to alter the tax 
treatment of certain basic business transac- 
tions that, under longstanding judicial and ad- 
ministrative practice are respected, merely 
because the choice between meaningful eco- 
nomic alternatives is largely or entirely based 
on comparative tax advantages. Among these 
basic transactions is ... a U.S. person's choice 
between utilizing a foreign corporation or a 
domestic corporation to make a foreign invest- 
ment. 50 [Emphasis added.] 


: ’Perhaps the IRS is imagining scenarios in which income 
that would otherwise be taxed in the United States is not taxed, 
by reason of conducting the same activity in a foreign corpora- 
tion — a result that is, effectively, the same result sanctioned by 
the rulings. Dadd S Miller recently catalogued a number of 
those situations at the NYU Colloquium on Tax Policy and 
Public Finance. See Dadd S. Miller, "Unintended Consequences: 
How U.5. Tax Law Encourages Investment in Offshore Tax 
Havens," Feb. 3, 2011. For example, an individual might avoid 
the 2 percent limitation on miscellaneous itemized deductions 
(and die AMT limit on those deductions) if he organizes a CFC 
to hold securities and pay die management fee. Miller also 
suggests foreign blockers might be used (among other things) to 
avoid the TMP rules, to avoid COD income, and to reduce 
"unearned income" subject to Medicare tax. 

“JCT, 'Technical Explanation of the Revenue Provisions of 
the 'Reconciliation Act of 2010/ as Amended in Combination 
With the "Patient Protection and Affordable Care Act,'" JCX- 
18-10 (Mar. 21, 2010), at 152-153, Doe 2010-6147, 2010 TNT 55-23. 
We would observe that the JCT report on the RIC Modernization 
Act (see footnote 3, supra) explicitly acknowledges that "the IRS 
also has held that income of a RIC derived from investments in 
(Footnote continued on next page.) 
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Sequencing Tax Reform 

By James Q. Riordan Sr. 


James Q. Riordan Sr is a former staff member of the 
House Ways and Means Committee, worked in the 
Justice Department's Tax Division, is the former chair 
of the Tax Foundation, and is a former vice chair of 
Mobil OiL 

Riordan suggests sequencing tax reform efforts in 
three parts: first, reforming the income tax base; 
second, reducing the bias against savings; and third, 
eliminating tax expenditures. 

Copyright 2011 James Q. Riordan Sr. 
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Introduction 


One may wonder if the volume of the rulings 
already represents the sort of "longstanding admin- 
istrative practice" to which the JCT is referring. 21 
Regardless of the answer, after more than 40 private 
letter rulings (and counting), would articulating the 
Implicit Holding in published guidance really be 
such a big step? 


commodities by a wholly owned foreign subsidiary of the RIC 
is qualifying income for purposes of the gross income test" That 
statement was made in the JCT's description of "present law" 
(after the enactment of section 7701 (d)). That might suggest that 
the JCT agrees with the Impbdt Holding. 

2s Can administrative practice become "long-standing" based 
on volume alone? If so, 40 separately considered rulings would 
appear to cement current administrative practice. Or can ad- 
ministrative practice only become longstanding through the 
passage of time? When the JCT used the word "long-standing." 
did it really mean "well settled"? Of course, tax motivated 
"blockers" have been used for a long time — a point often 
recognized on Capitol Hill (usually with regret) as legal. For a 
recent recognition of that, sec, e.g., Opening Statement of 
Senator Charles Grassley at the nomination hearing of Jeffrey 
Goldstein for Treasury Undersecretary, Mar. 2, 2010, Doc 2010- 
4488, 2010 TNT 41-27. ('This committee has held hearings on 
the use of offshore blocker corporations Jon September 26, 2007]. 
We learned that . . . more than 12,000 businesses ... in the Cay- 
man Islands had no purpose for being there other than tax avoidance . 
Similarly, the private equity firm of which [the nominee] was a 
managing director set up blocker corporations . . While it is not 
illegal to utilize such corporations, these arrangements have been 
the subject of much debate and discussion") (emphasis added)- 


Sequencing the tax reform effort will be the key 
to success. 

Congress should first reform the income tax base 
to simplify it, reduce its bias against savings, and 
eliminate tax expenditures. It should do that on a 
revenue neutral/progressivity neutral basis. Once 
the tax base is reformed, Congress should achieve 
its revenue targets and progressivity targets 
through the tax rate structure — not through tax 
base manipulation. 

Adoption of a VAT will help Congress achieve its 
revenue target and will permit less reliance on the 
income tax (making it easier to reform the income 
tax base). Congress can achieve any progressivity 
target it chooses for the total system through the 
progressive rate structure of the income tax 

Discussion 

There are three separate challenges that need to 
be addressed by Congress in the next two years: 

1 . agree on caps for spending and revenue as a 
percentage of GDP to get control of the deficit; 

2. agree on how much progressivity it wants to 
achieve in the total tax system and how best to 
measure and achieve it; and 

3. reform the tax system to make it simpler and 
less biased against savings, and to accomplish 
other needed improvements. 

Most informed commentators agree that it will be 
more difficult to accomplish any of those three tasks 
if Congress attempts them as a part of a single 
effort The work should be split into three segments. 

The tax reform effort should begin now on a 
revenue-neutral, progressivity-neutral basis. The 
tax base needs to be reformed regardless of the 
targets Congress ultimately sets for total revenue 
and progressivity. 


TAX NOTES, March 21, 2011 


1465 


(C) Tan Analysis 2011 AH rights reserved Tax Analysis does no! claim copyright in any public domain or Ihlrd parly content 


86 


TECHNICAL EXPLANATION OF H.R. 4337, 

THE “REGULATED INVESTMENT COMPANY 
MODERNIZATION ACT OF 2010,” FOR CONSIDERATION 
ON THE FLOOR OF THE HOUSE OF REPRESENTATIVES 


Prepared by the Staff 
of the 

JOINT COMMITTEE ON TAXATION 



September 28, 2010 
JCX-49-10 


I Permanent Subcommittee on Investigations 

EXHIBIT #4a 


87 


III. MODIFICATION OF GROSS INCOME AND ASSET TESTS OF RICS 

A. Income From Commodities Counted Toward Gross Income Test oIRICs 
(sec. 201 of the bill and sec. 851(b) of the Code) 

Present Law 

A RIC must derive 90 percent of its gross income for a taxable year from certain types of 
income. 16 These types of income (“qualifying income”) are (1) dividends, interest, payments 
with respect to securities loans (as defined in section 512(a)(5)), and gains from the sale or other 
disposition of stock or securities (as defined in section 2(a)(36) of the Investment Company Act 
of 1940, as amended) 17 or foreign currencies, or other income (including but not limited to gains 
from options, futures or forward contracts) derived with respect to the business of investing in 
such stock, securities, or currencies, and (2) net income derived from an interest in a qualified 
publicly traded partnership. 18 

In general, because direct investments in commodities are not “securities” under section 
2(a)(36) of the Investment Company Act of 1940, they do not generate “qualifying income” for 
purposes of the 90 percent gross income test. Similarly, the IRS has ruled that derivative 
contracts with respect to commodity indexes are not securities for the purposes of the gross 
income tests. 19 On the other hand, in a series of private rulings, the IRS has held that certain 
notes, with payout formulas determined with reference to a commodities index, produce 
qualifying income for purposes of the gross income test. 20 The IRS also has held that income of 
a RIC derived from investments in commodities by a wholly owned foreign subsidiary of the 
RIC is qualifying income for purposes of the gross income test. 21 


* See. 851(b)(2). 

17 Section 2(a)(36) of the Investment Company Act of 1940 defines a “security" as “any note, stock, 
treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in 
any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable 
share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest 
in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security (including a certificate 
of deposit) or on any group or index of securities (including any interest therein or based on the value thereof), or 
any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, 
or, in general, any interest or instrument commonly known as a “security," or any certificate of interest or 
participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or 
purchase, any of the foregoing.” 

11 A “qualified publicly traded partnership" means a publicly traded partnership (within the meaning of 
section 7704(b)), other than a publicly traded partnership whose gross income is qualifying income (other than 
income of another publicly traded partnership). Sec. 851(h). 

” See Rev. Rul. 2006-31, 2006-1 C3. 1133. 

20 See, e.g., PLRs 201031007, 200822012, 200705026. 200701020, 200647017, 200637018, 200628001. 

21 See, e.g., PLRs 200936002, 200932007. 
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The Secretary has the regulatory authority to exclude from qualifying income foreign 
currency gains which are not directly related to the RIC's principal business of investing in stock 
or securities (or options and futures with respect to stock or securities ). 22 

Explanation of Provision 


The provision modifies the qualifying income test to provide that (i) a RIC’s gains from 
the sale or other disposition of commodities and (ii) other income of a RIC (including but not 
limited to gains from options, futures or forward contracts) derived with respect to its business ol 
investing in commodities, are qualifying income for purposes of the gross income test. As a 
result, income earned by a RIC from derivative contracts with respect to commodity indices will 
be qualifying income for purposes of the gross income test . 23 In general, these changes are not 
intended to change the present law treatment of RICs' income from foreign currencies. However 
because the provision allows RICs to derive qualifying income from investments in commodities 
(including foreign currencies), the provision repeals the regulatory authority given to the 
Secretary to exclude certain foreign currency gains from qualifying income. 

Effective Date 

The provision is effective for taxable years beginning after the date of enactment. 


a Sec. 851(b)(3). 

23 Cf. Rev. Rul. 2006-31,2006-1 C.B. 1133 (holding that a RIC’s income from a derivative contract with 
respect to a commodity index is not qualifying income for purposes of section 851(b)(2), because the income from 
the contract is not derived with respect to the RJC’s business of investing in stocks, securities, or currencies.) 

2< The bill contains several conforming amendments to retain the present law definition of qualifying 
income for purposes of provisions relating to publicly traded partnerships 
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|Q> ErrBCTm: dat* -The Amendments 
|le by paragraph (I) shall apply with re- 
^ lo Amounts allotted onder section 11*9 
\SociaJ Security Act for payment for a 
x after fiscal year 3010. 
The%SPEAKER pro tempore. Pursu- 
ant tomhe rule, the gentleman from 
Tennessk (Mr. Tanner » and the gen- 
tleman Am Texas .Mr Sam Johnson) 
each will Aitrol 20 minutes. 

The Ch. a ^recognizes the gentleman 
from Tenne 

L LEA VS 

Mr. TANKEA Madam Speaker, I ask 
unanimous co Ant that all Members 
have 5 legislatlA days In which to re- 
vise and extend melx remarks on the 
bill under conside tmlon. 

Tbe SPEAKER p^tempore. Is there 
objection to the ripest of the gen- 
tleman from Tennes 

There was no objectl) 

Mr TANNER. Mad® Speaker, I 
yield myself aa much npe as I may 
consume. 

This bill is an extension^ two very 
important provisions of thwricket to 
Work Act of 1999 which basAlly helps 
disabled Americans return %p work 
when, and If. they can. This h A been a 
bipartisan team efTort I was p! Aed to 
work on with Mr. Johnson sommtlme 
ago. The btll has no direct speeding 
and compiles with pay-as-you-go ntes. 

I am pleased to support this importantV*. 
tension of two programs lrom the 
Tickel to Work Act of 1999. which was into 
duced by my colleagues Earl Pome hoy. Jt 
McOehmOTT. and Saw Johnson 

This has been a bipartisan, collaborative ef- 
fort to ensure that two important programs 
help disabled Americans return to work 
tinue lor another year, and I thank my 
leagues for their good work on this issue. 

The Work Incentives Planning and Assist- 
ance program (W1PA) provides $23 m^on for 
community-based organizations to 
personalized assistance to help Suj^femental 
Security Income (SSI) and SoewJ sjEunty Dis- 
abaty Insurance (Dl) recipients Znderstarvd 
Social Security's complex work Jcentive poli- 
cies and ihe effect lhat worior#w 2 i have on 
their bonefts. In 2009, WlPyassisted over 
37.000 SSI and Dl beneficu^ls who wanted 
to return lo work. 

The Protection and Advocacy for Bene- 
ficiaries of Social Securit/(PA8SS) program 
provides S7 million in Man's to designated 
Protection and Advoc a# Systems to provide 
legal advocacy servCes that beneficiaries 
need to secure, ma#ain. or regain emoloy- 
ment. In 2009. PtM SS served noarty 9.000 
beneficiaries. 

If Congress oM:% not extend these pro- 
grams by the en# of October, the Social Secu- 
rity AdmimstraWn has told us there may be a 
lapse In serai to beneficiaries. so It's impor- 
tant that we Mb now. 

The bdl /so includes two commons ense. 
good-govdhmenl changes to increase ac- 
countable and make the WIPA program 
more 

fwe add a requirement that all WIPA 
grants report data to the Social Security Ad- 
ration about the benetaanes they serve 
^the kinds of help they provided, the same 
that current PA3SS grantees 


Good data is critical to our efforts to r 
sure that taxpayer funds lo WIPAs are > 
spent 

It also helps us learn more about 
of help disabled beneficiaries may need^ they 
ere abte to return to work, which will 
to mak8 other Improvements in futui/legisWi- 
bon. 

Second, this legislation wouk^ allow all 
WIPA grantees to carry over 1C» per cent o! 
their funding into Ihe next yew, a change 
originally proposed by the Oban Administra- 
tion. This change win a Sow /or better and 
more consistent budgeting ic/ead of encour- 
aging end-of-year spending. 

By extending WIPA and#ABSS for a year, 
we reaffirm our commrtme/ to these important 
work support programs/ vhile also acknowl- 
edging the need to ccMiaer policy and fund- 
ing changes in the r>em future. 

I urge my coUeagj^s to support this bipar- 
tisan. 

1 reserve the t/l&nce of my ttme. 

Mr. SAM JOHNSON of Texas. Madam 
Speaker. 1 yl/d myself such time as I 
may consul 

I rise tod# in support of the passage 
of this leg/latlon, and I think the Sup- 
plementa/Securlty Income and Social 
Security disability benefit programs 
pro vidian essential income safety net 
ile with disabilities. 

Yet^ese programs face a real fiscal chal- 
Waste, fraud and abuse continues to 
:en public confidence. Most importantly 
'disability program w« not be able to pay 
benefits beginning just eight yBars from 

in 2018 . 

Those who depend on these critical benefits 
counting on us to act They want answers 
we must turn to these issues without 

respect to the legislation we are con- 
today, just over to years ago Con- 
passed The Ticket to Work and Work 
Improvement Act to help those with 
disability get back to work. 

The hAgrant programs we would reauthor- 
ize today\jere created as part of that land- 
mark iegi 

One of flAgrant programs, The Work In- 
centives Planikig Assistance Program funds 
community. bas»[ organizations lo assist those 
receiving benefit© find work as wen as un- 
derstand Social Security's complex rules and 
Ihe effect of wormo on Ihetr benefits, their 
health care and on wher public benefits they 
may receive. 

Today there are a fell of 103 community- 
based cooperative ayements in ail 50 
States. Last year these ^grants served over 
37.000 people. 

One example is The W®k Incentive Plan- 
ning Assistance Program % Easter Seals 
North Texas which serves takcounties m the 
north Texas area, including rry%stoct. Thanks 
to their hard work, so far this^ar over 20 
percent ol their caseload has 

The other grant program, 
and Advocacy Program tor BeoAjanes of 
Social Security Program funds 57 «nt pro- 
grams covering all 53 States. These 
served almost 9.000 people last year. piping 
those working or trying lo work by a: 
the resolution of potential disputes, 
those with their employer. 

The authorized funding level included in 
bifl for these two programs is $30 million. This 


fundng lovol has remained constant since 
“i programs were created. 

I support a one-year extenswo i 
theso^vo Important programs. I am 
I that our Subcommittee has not £ 
tinued tri^werk it began in May of b 

amed that Social Security 'socket 
lo Work PrJ%fam wasn't working as y would 

Despite sor^k signs of improvement since 
new rules were^suod. now mo# than ever, 
we need to loofc% how every #xpayer dollar 
is spent. No matt^how wejpitended these 
programs are. at ItAend of#e day taxpayers 
desorve to know it ln% awgetllrvg their mon- 
ey’s worth. Programs ^/don't work must be 


p vole yes. 

’bailie of my time. 
: ylAJof^ack. the bal- 


changed or must end. 

I urge all my cotteaj 
I yield back tl 
Mr. TAN 
ance of my tit 

Tbe SPEA/feR pro t^upore. The 
question ls#n the motloiraffered by 
the gentlonan from Tecnmsee (Mr. 
Tanner) #at the House su^pnd the 
rules an/pass the bill. 5.R. 

The Aestion was taken, 
tiurdybetng in the affirm a tlvi 
rwere suspended and the 
d. 

”A motion to reconsider was laidl 
the table. 


REGULATED INVESTMENT COM- 
PANY MODERNIZATION ACT OP 
2010 

Mr. NEAL. Madam Speaker. I move 
to suspend the rules and pass the bill 
(H.R. 4337) to amend the Internal Rev- 
enue Code of 1986 to modify certain 
rules applicable to regulated Invest- 
ment companies, and for other pur- 
poses. as amended. 

The Clerk read the title of the bill. 
The text of the bill Is as follows: 

H.R.C37 

Be it enacted by Sfie Senate and Haute of Rep- 
resent a t-ses of the United States of America m 
Congress assembled. 

SECTION 1. SHORT TmJS. ETC. 

(a) Short Tmx.— This Act may be cited as 
the "Regulated Investment Company Mod- 
ernization Act of 2010". 

(t) RKTERDJCt— Except as otherwise ex- 
pressly provided, whenever In this Act an 
amendment or repeal Is expressed In terms of 
as amendment to, or repeal of, a secUoa or 
other provision, the reference shall be con- 
sidered to be made to a section or other pro- 
vision of the Internal Revenue Code of 1906 
(c) Table or Contents —The table of con- 
tents for this Act le as follows: 

Sec. L Short title, etc. 

TITLE I — CAPITAL LOSS CARRYOVERS 
OF REGULATED INVESTMENT COMPA- 
NIES 

Sec. 101, Capital loss carryovers of regulated 
investment companies. 

TITLE D— MODIFICATION OF CROSS IN- 
COME AND ASSET TESTS OF REGU- 
LATED INVESTMENT COMPANIES 
Sec. 201 Income from commodities counted 
toward gross Income test of 
regulated investment compa- 
nies. 

Sec. 202. Savings provisions for failures of 
regulated Investment compa- 
nies to satisfy gross Income and 
asset tests. 
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TITLE UI— MODIFICATION OP RULES RE- 
LATED TO DIVIDENDS AND OTHER DIS- 
TRIBUTIONS 

See. 301. Modification of dividend designa- 
tion requirement* and alloca- 
tion rule* for regelated Invest- 
ment companies. 

Sec. 302. Earnings and profits of regulated 
Investment companies. 

Sec. 303. Pass -thru of exempt-interest divi- 
dends and foreign tax credits in 
fund of funds structure. 

Sec. 304. Modification of rules for spillover 
dividends of regulated Invest- 
ment companies. 

Sec. 305. Return of capital distributions of 
regulated Investment compa- 
nies. 

Sec. 306. Distributions In redemption of 
stock of a regulated Investment 
company. 

Sec. 307. Repeal of preferential dividend rule 
for pnblicly offered regulated 
Investment companies. 

Sec. 306. Elective deferral of certain late- 
year ioeses of regulated invest- 
ment companies 

Sec. 309. Exception to bolding period re- 
quirement for certain regularly 
declared exempt-interest dlvl- 

TITLE IV— MODIFICATIONS RELATED TO 
EXCISE TAX APPLICABLE TO REGU- 
LATED INVESTMENT COMPANIES 
Sec. 401. Excise tax exemption for certain 
regulated investment compa- 
nies owned by tax exempt enti- 
tles. 

Sec. 402. Deferral of certain gains and losses 
of regulated investment compa- 
nies for excise tax purposes. 

Sec. 403. Distributed amount for excise tax 
purposes determined on basis of 
taxes paid by regulated invest- 
ment company. 

Sec. 404. Increase in required distribution of 
capital gain net income. 

TITLE V— OTHER PROVISIONS 
Sec. 501. Repeal of assessable penalty with 
respect to liability for tax of 
regulated investment compa- 
nies 

Sec. 502. Modification of sales load basis de- 
ferral rule for regulated Invest- 
ment companies. 

TITLE VI-PAYOO COMPLIANCE 
Sec 601. Paygo compliance 
TITLE I — CAPITAL LOSS CARRYOVERS OF 
REGULATED INVESTMENT COMPANIES 
sec ioi. Capital loss carryovers or regu- 
lated INVESTMENT COMPANIES. 

(a) In GENERAL.— Subsection <a> of section 
1212 is amended by redesignating paragraph 
13) as paragraph (4) and by inserting after 
paragraph (2) the following new paragraph: 
“(3) REGULATED INVESTMENT COMPANIES — 
"(A) In general.— I f a regulated Invest- 
ment company has a net capital loss for any 
taxable year 

"(i) paragraph (1) shall not apply to such 
loss. 

“(li) the excess of the net abort-term cap- 
ital loss over the net long-term capital gam 
for such year shall be a short-term capital 
loss arising on the first day of the next tax- 
able year, and 

“(111) the excess of the net long-term cap- 
ital loss ovor the net abort-term capital gain 
for such year shall bu a long-term capital 
loss arising on the first day of the next tax- 
able year. 

■(B) Coordination with general rule — If 
a net capital loss to which paragraph (I) ap- 
plies is carried over to a taxable year of a 
regulated Investment company— 


“(1) Losses to which this paragraph ap- 
plies.— Clause* (ii) and (HI) of scbparagTaph 
(A) shall be applied without regard to any 
amount treated as a short-term capital loss 
under paragraph (1). 

“(li) LOSSES TO WHICH GENERAL RULE AP- 
PLIES.— Paragraph (l) shall be applied by sub- 
stituting 'net capital loss for the loss year or 
any taxable year thereafter (other than a net 
capital loss to which paragraph (3XA) ap- 
plies)' for 'net capital loss for the loss year 
or any taxable year thereafter'.". 

(b) Conforming amendments.— 

(1) Subparagraph (C) of section 1212(a)(1) is 
amended to read as follows: 

"(C) a capital loss carryover to each of the 
10 taxable years succeeding the loss year, but 
only to the extent such loss Is attributable 
to a foreign expropriation loss.”. 

(2) Paragraph (10) of section 1222 Is amend- 
ed by striking "section 1212“ and Inserting 
“section 1212(a)(1)". 

(c) Effective Date.— 

(1) In general— E xcept as provided la 
paragraph (2>. the amendments made by this 
section shall apply to net capital losses for 
taxable years beginning after the date of the 
enactment of this Act. 

(2) Coordination rules —Subparagraph (B) 
of section 1212(a)(3) of the Internal Revenue 
Code of 1986. as added by this section, shall 
apply to taxable years beginning after the 
date of the enactment of this Act. 

TITLE D— MODIFICATION OF GROSS IN- 
COME AND ASSET TESTS OF REGU- 
LATED INVESTMENT COMPANIES 

SEC. 201. INCOME FROM COMMODITIES COUNTED 
TOWARD CROSS INCOME TEST OP 
REGULATED INVESTMENT COMPA- 
NIES. 

(a) Gross Lncome Test.— S ubparagraph (A) 
of section 851(b)(2) is amended— 

(1) by striking “foreign currencies" and in- 
serting "commodities", and 

(2) by striking “or currencies" and Insert- 
ing "or commodities". 

(b) Repeal or Regulatory Authority To 
Exclude Certain Fcrqcn Currency Gains 
From Qualifying Income —Subsection (b) of 
section 851 U amended by striking "For pur- 
poses of paragraph (2). the Secretary may by 
regulation exclude from qualifying Income 
foreign currency gains which are not directly 
related to the company's principal business 
of Investing in stock or securities (or options 
and futures with respect to stock or securi- 
ties)." in the Hash matter after paragraph 


(c) Conforming Amendments.— 

(1) Subsection (h) of section 851 is amended 
by inserting "(determined by substituting 
'foreign currencies' for commodities' there- 
in)" after "subsection (b)(2XA)". 

(2) Paragraph (4) of section 7704(d) Is 
amended by inserting “(determined by sub- 
stituting ’foreign currencies' for 'commod- 
ities 1 therein)" after "section 8Sl(bX2)(A>“ 

(d) Effective Date— T he amendments 
made by this section shall apply to taxable 
years beginning after the date of the enact- 
ment of this Act. 
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^eet the requirements of subsection (b>A) 
- than a failure described In subpaa- 
| (3XD) for such quarter shall nevi 
t considered to have satisfied the, 
bests of such subsection for each 


ter li 


bllowing the corporation's identftca- 


1 the failure to satisfy the 
| such subsection for snch qi 
V>£ of each asset that canses 
pcratioAto fall to satisfy the requti 
of such Absectlou at the dose of su< 
ter is setSorth in a schedule for sue! 
filed In »e manner provided by 

retary. 

"(ii) the! 
of such sul 
reasonable 
gleet, and 

"(iiiXI) tb® corporation dlsj 
sets set for* on the schedule 
clause (1) wit&in 6 months after) 
of the quart* in which the 
identification the failure to 
mch subsectloj 
icriod prescrij 


ilure to meet the req] 
lection for snch qnartei 
kaose and not due to 


tents 
doe to 
total ne- 


qairements ol 
such other tlmi 
retary and in 
Secretary, or 
“(II) the reqi 
are otherwise 
specified in eubeli 
"(B) Rule for 
ures.— A corporal 
requirements of 
quarter shall neve) 
bavo satisfied the rl 
section for such qm 
"(I) such failure is 
assets the total valul 
ceed the lesser of— 
"(I) 1 percent of the 
poration’s assets at 
for which such measi 

"(Hi 00.000.000. am 

"(ii)(I) the corpori 
tification of such 
In order to meet 
subsection within 
of the quarter 
Identification of 
qoirements of 
such other time 
retary and In 
Secretary, or 
"(ID the reqi 
are otherwise ' 
specified in su] 

"(C) TAX-- 
•'«) TAX 
plies to a coj 
is hereby 
in an amoi 
"(D SS0.( 

"(II) the, 
regulation 


manner prg 


of the as- 
ified in 
last day 
po ration's 
.Usfy the re- 
occurred or 
by the Sec- 
:rlbed by the 


"AIN I 


imeats of Modi subsection 
within lie time period 

<D- 

<Z MINIMIS FAIL 
tails to meet the 
(bX3) lor such 
be considered to 
tents of such sub- 

o the ownership of 
l which does not ex- 


ptal value of the cor- 
end of the quarter 
fcent is dose, or 

following the idec- 
dls poses of assets 
ilrvments of such 
after the last day 
'which khe corporation's 
failur^lo satisfy the re- 
ion occurred or 
ibed by the Sec- 
iribed by the 


:ments of | 
it within I 

(I>. 

> —If snbp; 
^ration for any ( 
on such < 
equal to the great* 


ich subsection 
time period 


rapb (A) ap- 
jxrtcr. there 
ition a tax 


ionnt determined (fcrsoant to 
promulgated by theKecretary) 
’tag the net Income ge^rated by 
ilfied 


^described in the schednll 
: (A XI) for the 
Ptuse (it) by the highest 
a section 11. 

shod —For purposes of clat 
1 described in this clause Is! 
g on the first date that 
istisfy the requirements of sul 


(ixm. 

ie pe- 
fail- 
(ction 
P of 
the 


(bX3)»ccurs os a result of the ownei 
such Assets and ending on the earlier 
Jo n which the corporation 
sue* assets or the end of the first qu! 

1 there 16 no longer a (allure to safcsfy 
I subsection. 

jjiii) Administrative provisions.— ] 
s of subtitle F, a tax imposod by 
^paragraph shall be treated as an exel 
x with respect to which the deficiency p: 
cedures of snch subtitle apply.". 


91 


September 28, 2010 CONGRESSIONAL RECORD — HOUSE 


H7069 


- 401 DEFERRAL OF CERTAIN CAINS , 
LOSSES OF RKCULATED INV 
MENT COMPANIES FOR EXCISE 
PURPOSES. 

In General —Subsection (e> of i 
1 is amended by striking pxragrapl lM (S) 
k (6) and inserting the following new f 
whs: 

i> Treatment of specified gaj 
AFTER OCTOBER 31 OF 


i In general - Any specified 
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(a) In General —Art lof subchapter B of 
chapter 69 is ameAed m- striking section 
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such section in tbf table % sections of such 
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.’.—Section B60 
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section shall apply toV 
taxable years beginning a\er the 
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Idget4tfy effects of this Act. 
of complying with the Statd 
Pay-A^Y ou-Go- Act of 2010. shall be 

ly reference to the latest state: 
Budgetary Effects of PAYGO I 
for this Act. submitted for printing in 
lagressional Record by the Chairman of 
.use Budget Committee, provided that 
such statement has been submitted prior to 
the vote on passage. 

The SPEAKER pro tempore. Pursu- 
ant to the rule, the gentleman from 


Massachusetts (Mr. Neal) and the gen- 
tleman from Michigan (Mr. CAMP) each 
will control 20 minutes. 

The Chair recognizes the gentleman 
from Massachusetts. 

GENERAL LEAVE 

Mr. NEAL. Madam Speaker, I ask 
unanimous consent that all Members 
may have 5 legislative days in which to 
revise and extend their remarks and to 
include extraneous material on the bill 
under consideration. 

The SPEAKER pro tempore. Is there 
objection to the request of the gen- 
tleman from Massachusetts? 

There was no objection. 

Mr. NEAL. Madam Speaker. I yield 
myself such time as I might consume. 

Madam Speaker, more than 100 years 
ago. the first U.S. mutual fund was 
started in Boston. Mutual funds have 
been a way of life for "cveryman" to 
invest in the market, with the benefits 
of pooling and diversification. Indeed. 
It invites the term “mutualization." 
Today, more than 50 million house- 
holds Invest through mutual furds 
with a median household income of 
580.000. More than 50 percent of 401(k) 
plan assets were invested in mutual 
funds at the end of 2009. 

H.R. 4337 was introduced last year by 
Mr. Rangel and me to modernize the 
tax laws regarding regulated invest- 
ment companies, better knows as 
mutual funds. A technical explanation 
and revenue table for this bill may be 
found on the Joint Tax Web site. 
www.jct.gov. 

The tax rules that relate to mutual 
funds date back more than a half cen- 
tury. Although these rules have been 
updated from time to time, it has been 
over 20 years since they were last revis- 
ited. The bill before us today would 
make several changes to the Tax Code 
to address outdated provisions, such as 
rules that relate to preferential divi- 
dends and rules that require mutual 
funds to send separate annual dividend 
designation notices to shareholders and 
rules that prevent mutual funds from 
earning Income from commodities. 

Ln June, my subcommittee, the Se- 
lect Revenue Measures Subcommittee, 
reviewed this legislation with a panel 
of experts who expressed support for 
these changes. 

Today. I am pleased to be joined by 
my friend, the gentleman from Michi- 
gan (Mr. Camp). In bringing this bill to 
the floor with a few technical changes 
and revenue offsets from within the in- 
dustry. The Ways and Means Com- 
mittee has the responsibility to review 
our tax rules from time to time, re- 
move the dead wood, and update where 
necessary. This bill accomplishes that 
to the benefit of investors, taxpayers, 
and mutual fund companies. I urge its 
adoption. 

I reserve the balance of my time 

Mr. CAMP. Madam Speaker. I yield 
myself such time as I may consume. 

(Mr. CAMP asked and was given per- 
mission to revise and extend his re- 
marks.) 

Mr. CAMP. Madam Speaker, regu- 
lated investment companies, better 
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known m their most prevalent form as 
mutual funds, are intended to provide 
individual Investors the ability to in- 
vest easily and with low costs in a di- 
versified pool of professionally man- 
aged investments. According to the In- 
vestment Company Institute, ICI, the 
main trade association for mutual 
funds, more than 50 million American 
families currently invest in mutual 
fund3. 

Most of the current law mutual fund 
rules were last collectively updated 
more than two decades ago. H.R. 4337 
would modify and update certain tech- 
nical tax rules pertaining to mutual 
funds in order to make them better 
conform to, and interact with, other 
aspects of the Tax Code and applicable 
securities laws. 

On June 15. 2010. the Ways and Means 
Subcommittee on Select Revenue 
Measures held a hearing on H.R. 4337. 
Invited witnesses, including a rep- 
resentative of ICI. were supportive of 
the bill, and we are not aware of any 
controversy or opposition to the legis- 
lation. 

Let me close by making a broader 
point. It certainly is appropriate for 
Ways and Means to periodically review 
the tax law to ensure that targeted 
provisions of importance to particular 
segments of the economy, including 
the mutual fund industry and their in- 
vestors, are kept up to date: and I cer- 
tainly appreciate the majority’s deci- 
sion to hold a hearing on this bill be- 
fore bringing it to the floor, because 
our committee works best when it 
works under regular order. 

Having said that, I must say that I 
am deeply disappointed that our com- 
mittee seems to have lost sight of Its 
responsibility to address the single 
most significant tax issue facing Amer- 
icans right now— preventing a massive 
S3. 8 trillion tax increase at the end of 
this year. These looming tax hikes on 
families, seniors, investors, and small 
businesses not only threaten every 
American taxpayer with higher taxes, 
but they’re also contributing signifi- 
cantly to the uncertainty we 3ee in the 
economy as & whole. So while we 
should continue to work together to 
modernise the tax rules governing mu- 
tual funds, we also should be working 
together to prevent harmful tax in- 
creases. such as the tax hikes on cap- 
ital gains and dividends that will dra- 
matically affect the very same mutual 
fund investors we’re focusing on here 
today. 

With that, Madam Speaker. I urge 
support for the bill before us. 

Investment Company iKSrrrnms, 
WcrAin^ton. DC. September 28. 2010. 
Re: ICI Strongly Support# Mutual Fund Mod- 
ernization legislation. 

Hon. Nanct Pelosi. 

Speaker. House of Representatives. 

U.S. Copilot. Washington. DC. 

Hon. John Booiner, 

Republican Leader, House of Representatives. 
U.S. Capitol. Washington, DC. 

Dear Speaker pklosi and Republican 
Leader Boebnkr* The Investment Company 
Institute stroogly supports the bipartisan 


Regulated Investment Company ("RIC") 
Modernization Act (H.R. 4337). On behalf of 
the millions of mutual fund shareholders 
who would benefit from this bill, we urge all 
House members to vote favorably on this bill 
when it U considered on the Suspension Cal- 
endar. 

This bill would modernise the tax Jawa 
that govern mutual funds. These laws have 
not boen updated in any meaningful or com- 
prehensive way since I486. almost a quarter 
century ago; some of the provisions in cur- 
rent law date back more than 60 years. Nu- 
merous developments during the past 20-plus 
year*— Including the development of new 
fund structures and distribution channels — 
have placed considerable stress on the cur- 
rently applicable tax rules. 

The legislation's many benefits were dis- 
cussed In detail during the bill’s June 2010 
hearing before the Committee on Ways and 
Means Select Revenue Measures Sub- 
committee The three key areas is which the 
bill would benefit funds and their share- 
holders involve: 

improving the efficiency of mutual fund in- 
vestment structures. 

reducing disproportionate tax con- 
sequences for inadvertent errors, and 

minimizing the need for amended tax 
statements and amended tax returns. 

As discussed in detail in our testimony be- 
fore the Subcommittee, the bill would reduce 
the burden arising from amended year-end 
tax information statements, improve a 
fund's ability to meet it# distribution re- 
quirements. create remedies for Inadvertent 
mutual find qualification failures, improve 
the tax treatment of investing In a "fond-of- 
funds” structure, and update the tax treat- 
ment of fund capital losses. 

This bill reflect# the sponsors' conclusion, 
with which we strongly agree, that it is im- 
portant to update, clarify, and streamline 
the mutual fund tax rules. By eli mina ting 
uncertainties and allowing appropriate inno- 
vations. funds will become more efficient 
The ICI supports the pay-fors Included la 
R-R 4337. which apply to regulated invest- 
ment companies and fully offset the modest 
revenue costs of the legislation. 

Enacting this legislation will allow our 
members to focus on wbat they do best— 
scrvlcg their shareholders. 

We urge your support. 

Sincerely, 

Paul Schott Stevens, 
President and Chief Executive Officer. 

I reserve the balance of my time. 

Mr. NEAL. Madam Speaker. 1 yield 
myself such time as I might consume. 

Madam Speaker, we held a hearing 
on this bill. It is well received by the 
investors; it is woll received by the mu- 
tual fund companies, and it certainly 
received no negative commentary in 
the House. Why cannot we just come to 
this floor and speak to the issue at 
hand? 

I worked hard on this piece of legisla- 
tion with Mr. TiBERi for a long period 
of time. This is the legislation that’s in 
front of this Congress at this particular 
time. It was well met because It was 
fully vetted in the committee with suf- 
ficient opportunity for any- and every- 
one to comment on it 

This is a product that we should be 
proud of. For the first time in two dec- 
ades. we are modernizing issues that 
relate to the industry that many, if not 
millions, of Americans come to depend 
upon for retirement. I don't understand 
why there would be any additional ar- 


gument made on any other piece of leg- 
islation that was being considered 
when, in fact, this Is the matter that's 
before us at this particular time. 

I reserve the balance of my time. 

□ 1710 

Mr. CAMP. I have no further requests 
for time, and I yield back the balance 
of my time. 

Mr. NEAL. Madam Speaker, I have 
no further requests for time. 1 urge 
adoption of the bill, and I yield back 
the balance of my time 

The SPEAKER pro tempore. The 
question is on the motion offered by 
the gentleman from Massachusetts 
(Mr. Neal) that the House suspend the 
rules and pass the bill, H.R. 4337. as 
amended. 

The question was taken; and (two- 
thirds being in the affirmative) the 
rules were suspended and the bill, as 
amended, was passed. 

A motion to reconsider was laid on 
the table. 
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1 404. INCREASE IN REQUTRKO DISTRIBUTION 
- 07 CAPITAL CAIN NET INCOME. 

i Is General —Subparagraph CB) or iet- 
k<S62{b)(l) U amended by striking "98 
and ir.BerUns "90 a percent”. 

JErFECTTVE Date— T he amendments 
made % this section shall apply to calendar 
years tanning after the date of the enact- 
ment of %Is Act. 

B V— OTHER PROVISION'S 

SEC- S«L %PEAL OF ASSESSABLE PENALTY 
i RESPECT TO LIABILITY FOR 
. OP REGULATED INVESTMENT 

fa> IN Gensil^.— P art I of scbchapter B of 
chapter S3 U Amended by striking section 
669? (and by strong the Item relating to 
such section in rj% table of sections of such 
parti. 

(b) Con forming ^endment.— S ection B60 
Is amended by strikA subsection (J) 

(c) Effective Daw —The amendments 
made by this section lill apply to taxable 
years beginning after date of the enact- 
ment of this Act. 

SEC. SOL MODIFICATION Oi%AULS LOAD BASIS 
DEFERRAL HUlAkOR REGULATED 

(a) Ik General —SabparaiAph <C) of sec- 
tion S5?xf);l) is amended by spiking "subse- 
quently acquires" and insert^ "acquires, 
daring the period beginning oAthe date of 
the disposition referred to in eSiparagraph 
(B) and ending on Janaary 31 of tit calendar 
year following the calendar yeamthat In- 
cludes the date of scch disposition.'* 

(b) Effective Date.— T he am%daaent 
made by this section shall apply to 
incurred in taxable years beginning 
date of the enactment of this Act. 

SA 4745. Mr. REID (for Mr. Carp%) 
proposed an amendment to the bill 
3167. to amend title 13 of the Unii 
States Code to provide for a 5-y. 
term of office for the Director of 
Census and to provide for autb<#ity 
and duties of the Director and Deputy 
Director of the Census, and toother 
purposes: as follows: 

Beginning on page 5. strike lis^F and all 
that follows through page 6. line Ml. and in- 
sert the following: 

“(6) ADVISORY COMMITTEES. 

"(A) ADVISORY COMMITTEES O^TERALLY 

“(I) Authority to litasum —The Direc- 
tor may establish such advi#ry committees 
as the Director considers awepriatc to pro- 
vide advice with respect y any function of 
the Director. 

"Ui> Compensation ajM expenses— M em- 
bers of any advisory ^punittee established 
under clause (1) shaw serve without com 
penxatioa. but shall » entitled to transpor- 
tation expenses anryer diem In lieu of sub- 
sistence In accord#ce with section 5703 of 
title 5. 

"(B) TECBNOLO <M ADVISORY COMMITTEE 

"(l) IN agNcn#.-Not later than 190 daya 
after the date m the enactment of the Census 
Oversight RfMUency and Management Re- 
form Act of #1(1. the Director shall establish 
a technology advisory committee under sub- 
paragraph 

"(U) MjpB easier — Members of the tech 
nology a^lsory committee shall be selected 
from tm public, private, and academic sec- 
tors fiym among those who have experience 
inol ogles and services relevant to the 
plaaJtag and execution of the census. 

pi) DUTIES.— The technology advisory 
imittee shall make recommendations to 
B Director and publish reports on the nse 
T commercially available technologies and 
seme** to Improve efficiencies and manage 
costs In the implementation of the census 


and census-related activities, including pjMt 
projects. 

'•<■?) Regulations.— T he Director 
consultation with the Secretary, 
such rules and regulations as the 
considers necessary or appropriate Mb carry 
out the runctlou* of the Director m 

"<8) Delegations, etc. —T he Di^tor may 
assign duties, and delegate, or atyiorlze suc- 
cessive redelegations of. authorl# to act and 
to render decisions, to each offpers and em- 
ployees of the Bureau as th ^Director may 
find Becessary. Within the limitations of 
such assignments, delegati#s. or redelega- 
tions, all official acts and#ecision* of such 
officers and employees stall have the same 
force and effect as tbourf performed or ren- 
dered by the Director, tn assignment, dele- 
gation. or redelegatloaJhnder this paragraph 
may not take effect bmort the date on which 
notice of soch assignment, delegation, or re- 
delegatlon (as the may be) is published 
In the Federal V 


FOR COMMITTEES TO 
MEET 

COMMITTEE q# banting, housing, AND urban 

ATP AIRS iJt o THE OOMMTmtK ON HOMELAND 
IND GOVERNMENTAL AFFAIRS 

Mrs. #CCASKH.L. Mr. President. I 
ask ur#iimoua consent that the Com- 
mitted on Banking, Housing, and 
Affairs and the Committee on 
Holland Security and Governmental 
be authorized to meet during 
session of the Senate on December 
r 2010. at 3:30 p.m.. to conduct a joint 
fearing entitled "Examining the Effi- 
ciency. Stability, and Integrity of the 
U.S. Capital Markets." 

The PRESIDING OFFICER. Without 
^objection. it is so ordered. 

OOMMTTTSE ON THE JUDICIARY 

McCASKILL. Mr. President. I 
unanimous consent that the Com- 
rr.^ee on the Judiciary be authorized 
to Meet during the session of the Sen- 
ate wi December 8. 2010, at 10 a.m. in 
5D-2X of the Dirksec Senate Office 
BaildiK, to conduct an executive busi- 
ness routing. 

The Residing officer, without 
objectionfct is so ordered. 


ORD» OP PROCEDURE 

Mr. REID. President. I ask unan- 
imous cocsenwhat the cloture vote on 
the motion to Voceed to Calendar No. 
443. S. 3992. occik at 11 a m. tomorrow. 
December 9. wiA the time following 
any leader time »til 11 a.m. equally 
divided and contAlled between the 
leaders or their dwignees; that fol- 
lowing any leader smtoment. Senator 
DURBIN be recognized Vr up to 10 min- 
utes. and the Senate tKa resume con- 
sideration of the motio%to proceed to 
S. 3992; that during ThuAjay's session. 
Senator BENNETT be imognlzed to 
speak for up to 20 mlnuteswpr his fare- 
well speech and also Sena®r DORGan 
be recognized at 2 p.m. fo^ip to 20 
minutes for his farewell spfcch and 
that Senator Bunking be recog^ed for 
up to 30 minutes for his %ewell 
speech. 

The PRESIDING OFFICER. Without 
objection, it is so ordered. 


REGULATED INVESTMENT COM- 
PANY MODERNIZATION ACT OF 

2010 

Mr. REID. X ask unanimous consent 
that the Senate proceed to the consid- 
eration of Calendar No. 610. H.R 4337. 

The PRESIDING OFFICER. The 
clerk will report the bill by title. 

The legislative clerk read as follows: 

A bill (H.R. 4337) to amend the Internal 
Revenue Code of 1986 to modify certain rale# 
applicable to regulated investment compa- 
nies. and for other purpose* 

There being no objection, the Senate 
proceeded to consider the bill. 

Mr. REID. I ask unanimous consent 
that the Bingaman substitute amend- 
ment which is at the desk be agreed to; 
the bill, as amended, be read three 
times, passed; the motion to reconsider 
be laid on the table; and any state- 
ments relating to this matter be print- 
ed in the Record. 

The PRESIDING OFFICER. Without 
objection, it is so ordered. 

The amendment (No. 4744) was agreed 
to. 

(The amendment is printed in today's 
Record under "Text of Amendments.") 

The amendment was ordered to be 
engrossed and the bill read a third 
time. 

The bill (H.R. 4337). as amended, was 
read the third time and passed. 

NSUS OVERSIGHT EFFICIENT 
) MANAGEMENT REFORM j 
%F 2010 

j:. REID. Mr. President. 1 ask « 
ime^p consent to proceed to Cafndar 
, S. 3167. 

Thf\ PRESIDING OFFIl 
clerk mil report the bill by til 

The Iwislative clerk read 

A bill 3167) to Amend tit] 

United St*ss Code to provide, 
term of off^s for the Director# the Census 
and to protVe lor the autkodgy and duties 
of the Dlrcc^r and Deputy director of the 
Census, and fokc.hr: 

There belnAno objec^Bn. the Senate 
proceeded lowmsiderAhe bill, which 


The 

follows: 
13 of the 
<r a S-year 


had been ret 
on Homeland 
mental Affairs, 
follows; 

(The parts of 
stricken are shoi 
ets and the part 
be inserted are { 


froi 


the Committee 
• and Govern- 
amendments, as 

[bill intended to be 
boldface brack- 
tie bill intended to 
l Italic.) 


Be it ctbci 
rcsentatmes 
Conpresi 
section x. 

This Act 
Sight ECU I 

Act of am 
sec. a ai 


J S. 3161 

fthe Sena%arsd House of Rep- 
t Unt te<l Ales of America n 


Ry be cited a# th#' Census Ovcr- 
ncy ADd Management Reform 


IORTTY AND DUTIES fl 
AND DEPUTY DIB 
CENSUS. 

, enteral — Section 21 of t%utle 13. 
State# Code. Is amended t 

“! 2 ^Director of the Census; Deputy d^tetor 
Census; authority and duties 
'a) Definitions, — A s used in this sec As— 
‘(1) 'Director' means the Director of the 
iosu; 
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jam pleased that the hill has re- 
strong support from the Na- 
tioi%J Federation of the Blind and the 
j of Automobile Manufacturers, 
pend manufacturers of hybrid 
rlo vehicles that have already 
forward to work with NHTSA 
\thls serious safety Issue, 
nt to thank my chairman. 
Chairman ^ush. and my colleagues, 
the gentleman from New York (Mr. 
Towns) andWho gentleman from Flor- 
ida (Mr. SteAns). for their leadership 
on this issue, Aich has a strong record 
of bipartisan avresass and support. 1 
urge my collcag%s to support this leg- 
islation. 

I reserve the balAce of my time. 

Mr. PITTS. MadV> Speaker. I yield 
myself such time as Anay consume. 

I rise in support of^fonate 841. I com- 
mend Congressman wwus and Con- 
gressman Stearns forwieir efforts to 
improve pedestrian s&feA as the cham- 
pions of the House comAiion legisla- 
tion to Senate 841. Tbeymave worked 
with all the stakeholders A champion 
the legislative compromiaAthat the 
Senate passed and which is^efore us 
today. 

The National Federation of Ae Blind 
and the auto industry support tA com- 
promise legislation that will ensve pe- 
destrian safety is not compromi^J by 
evolving engine technology 
The succeas of hybrid cars repres* 
technological progress, hut the b: 
uct is a silent engine that has raisi 
concerns they are not audible to pedi 
trians and can jeopardize their safety 
Quiet technology makes it very 
flcult for the blind and other 
trians. such as children, loggers 
bicyclists, to evaluate traffic th< 
not see. The concern is greai 
blind pedestrians that rely on #dible 
attributes of cars to evaluate cyectlon 
and speed of traffic to ensT#e their 
safety. New vehicles that e#loy hy- 
brid or electric engine technology can 
be silent, rendering thet 
dangerous in situations wl 
and pedestrians come 
with each other. 

The changes require! 
tlon will become mi 
hybrid technology 
more widely deplo: 
support. 

I reserve the bailee of my time. 

Mr. BARROWJTMadam Speaker. I 
yield such timers he may consume to 
the gentlemar^rom New York (Mr. 
Towns), 

Mr. TOWN# Madam Speaker. I 
would like Mo thank the gentleman 
from Geors# for yielding time, and of 
course lh#ranking member as well. I 
rise to my colleagues to vote in 
favor ojJs. 841, the Pedestrian Safety 
Enhac#nent Act. 

Tody, environmentally friendly ve- 
hicle#^ quickly becoming a staple in 
the#ves of Americans who arc at- 
Iting to go green. I applaud the use 
■Technology that decreases air pollu- 
J>n and fossil fuel consumption; how- 
F'er. we must address an unforeseen 
consequence of such innovation. 


f extremely 
; vehicles 
proximity 


|by the legisla- 
tm port ant as 
lorries more and 
and so I urge 


Over the years, we have heard tn 
stories involving pedestrians and j 
brld or electric vehicles. Not too ' 
ago. news accounts were the stoi#of a 
young child hit by a hybrid c aM This 
accident was not caused by a driver's 
negligence or a car's manufac#ing de- 
fect. It occurred because #e child 
never heard the approactlrw car The 
hybrids: engines were simp# too quiet. 
Environmentally friendly #hicles such 
as hybrids often fail to p#duce audible 
sounds when driven. 

The silent nature oljthese vehicles, 
coupled with the growing popularity, 
presents a dilemma: Mow do we protect 
individuals depend# on sounds for 
their safety, such M unsuspecting pe- 
destrians and tbeJollnd? The solution 
lies in the Pedes#an Safety Act. 

This act requires the Secretary of 
Transportatioi#o conduct a study of 
the minlmumJTevel of sound required 
for envirorvn#tally friendly vehicles. 
Once this #fety standard Is deter- 
mined. it #11 be applied to all new 
automobll# manufactured or sold in 
the Unit# States beginning 2 years 
after th#standard is issued. This is an 
effecti# way. not only to prevent 
avoid# e injuries to pedestrians, but 
to without impeding innovation 

.rent regulations. 

I# is clear that environmentally 
dly vehicles arc growing in popu- 
l^ity. While it is important to em- 
technology that benefits our en- 
inmcnt. wc must do so with the 
safety of all citizens in mind. 

This bill successfully passed the Sen- 
t te last week and has been a long time 
imlng here in the House. Our Cham- 
's companion bill. H.R. 734. has 238 
,isan cosponsors. The bill coming 
from the Senate Is even stronger. 
It l% completely deficit neutral and 
suppcKed by the Alliance of Aulo- 
mobilA Manufacturers, the National 
Federampn of the Blind, the Associa- 
tion of mternational Automobile Man- 
ufacture^ and the American Council 
of the Bli: 

Before iAonclude. Madam Speaker, 
let me take%rr.cment to thank my col- 
league and%friend. Representative 
Cute Steap.A who has worked over 
the years withw.e on this bill. I want 
to thank staff Ambers James Thomas 
and Nicole Alex Ader for their tremen- 
dous assistance liAelping os move this 
important legislatAi forward. I would 
also like to thank %mi)y Khoury and 
Dana Grayson and other staff that 
have made this mom At a reality. This 
bill has been a model ^bipartisanship 

and will benefit pedestAns across the 
country for years to com! 

I urge all of my colleAues here in 
the House of Represent&wes to join 
me in supporting this verAmportant 
legislation. 

□ 1740 

Mr. PITTS. Madam Speaker^ yield 
back the balance of my time. 

Mr. BARROW. Madam SpcaAr. I 
urge my colleagues to support thAleg- 
islation. and I yield back the balance of 
my time. 


SPEAKER pro tempore, 
ion is on the motion offers 
the ^otleman from Georgia (M M 
ROW) t^^ the House suspend Jpe rules 
and pass^^bill. S. 841. 

The ques^g was taken^ 

The SFEAKR pro pore. In the 
opinion of the^hatr^^o-thirds being 
in the affirmativA«ayes have it. 

Mr. BARP.OW#^^i; 1 Speaker, on 
that! demand lJ«y expand nays. 

The yeas ydraays we^ordered. 

The SPS0KER pro terAore. Pursu- 
ant to ^Kuse 8 of rule X^aad the 
Chalt^^rior announceroent!\fcirther 
proo#alngs on this motion 
posqsoned. 

REGULATED INVESTMENT COM- 
PANY MODERNIZATION ACT OF 
2010 

Mr. LEVIN. Madam Speaker. I move 
to suspend the rules and concur in the 
Senate amendment to the bill (H.R. 
4337) to amend the Internal Revenue 
Code of 1986 to modify certain rules ap- 
plicable to regulated investment com- 
panies. and for other purposes. 

The Clerk read the title of the bill. 
The text of the Senate amendment Is 
as follows: 

Senate amendment: 

Strike all after the enacting clause and In- 
sert the following: 

SECTION I. SHORT TITLE. ETC. 

(a) SHORT TITLE — This Act may bt cited as 
tAe "Regulated Investment Company Mod- 
ernization Act of 2010". 

lb) Rirsnsuci —Except as otherwise ex- 
pressly provided, whenever m this Act an 
amendment or repeal is expressed tn terms of an 
amendment to. or repeal of. a section or other 
provision, the reference shall be considered to be 
made to a section or other prevision of the Inter- 
nal Revenue Code of 1566. 

(c) Taels OF Co.vrgNTJ.-77w table of con- 
tents for this Act ii as follows 
Sec. J. Short title, etc. 

TITLE 1-CAP IT AL LOSS CARRYOVERS OF 
REGULATED INVESTMENT COMPANIES 
Sec. 101. Capital loss carryovers of regulated m- 
vestment companies. 

TITLE 11 — MODIFICATION OF GROSS IN- 
COME AND ASSET TESTS OF REGULATED 
INVESTMENT COMPANIES 
Sec. 201. Savings provisions lor failures of regu- 
lated investment companies to rat- 
tsfy gross income and asset tests. 
TITLE 111— MODIFICATION OF RULES RE- 
LATED TO DIVIDENDS AND OTHER DfS- 
TRI BUT IONS 

Sec. 301. Modification of dividend designation 
reevrr entente and allocation rales 
for regulated investment compa- 
nies. 

Sec. 302. Earnings and profits of regulated in- 
vestment companies. 

Sec. 303. Pass-thru of exempt-interest dividends 
and foreign tax credits in fund of 
funds structure. 

Sec. 304. Modification of rules for spillover divi- 
dends of regulated investment 
companies. 

Sec. 305. Return of capital distributions of regu- 
lated investment companies. 

Sec. 306. Distributions in redemption of stock of 
a regulated investment company. 
■Sec 307. Repeal of preferential dividend rule 
far publicly offered regulated in- 
vestment companies. 
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Sec, 308. Elective deferral of certain late -year 
losses of regulated investment 
companies. 

Sec. 309. Exception to holding period require- 
ment for certain regular ip de- 
clared exempt-interest dividends. 
TITLE IV — MODIFICATIONS RELATED TO 

EXCISE TAX APPLICABLE TO REGU- 
LATED INVESTMENT COMPANIES 
Sec. 401. Excise tax exemption for certain regu- 
lated investment companies owned 
by tax exempt entities. 

Sec. 402. Deferral of certain pains and losses of 
regulated investment companies 
for excise tax purposes. 

Sec. 403. Distributed amount for excise tax pur- 
poses determined on basis of taxes 
paid by regulated investment com- 
pany. 

Sec. 404. Increase tn required distribution of 
capital gain net Income. 

TITLE V-OTHER PROVISIONS 
Sec. SOI. Repeal of assessable penalty with re- 
spect to liability for tax of regu- 
lated investment companies. 

Sec. 502. Modification of sales load basis defer . 

ral rule for regulated investment 
companies. 

TITLE l— CAPITAL LOSS CARRYOVERS OF 

REGULATED INVESTMENT COMPANIES 
SEC. 101. CAPITAL LOSS CARRYOVERS OP REGU- 
LATED INVESTMENT COMPANIES. 

(a) Ik GENERAL.- Subsection (a) of section 
1212 is amended by redesignating paragraph (3) 
as paragraph (4) and by inserting after para- 
graph (2) the following new paragraph: 

"(3) regulated investment companies.— 

"( A ) IN GENERAL —If a regulated investment 
company has a net capital loss for any taxable 
year— 

”M paragraph (I) shall not apply to such 
loss. 

“fit) the excess of the net short-term capital 
loss over the net long-term capital gain for such 
year shall be a short-term capttal loss arising on 
the fust day of the next taxable year, and 

"(Hi) the excess of the net long-term capital 
loss over the net short-term capital gain for such 
year shall be a long-term capital loss arising on 
the fust day of the next taxable year. 

“(B) COORDINATION WITH GENERAL RULE.— If a 
net capital lost to which paragraph (l) applies 
is carried over to a taxable year of a regulated 
investment company— 

“(i) LOSSES rc which this paragraph AP- 
PLIES.— Clauses fill end (ml Of subparagraph 
(A) shall be applied without regard to any 
amount treated as a short-term capital loss 
under paragraph (I). 

“Hi) LOSSES TO WHICH GENERAL RULE AP- 
PLIES.— Paragraph (2) shall be applied by sub- 
stituting "net capital loss for the loss year or 
any taxable year thereafter (other than a net 
capital loss to which paragraph (3XA) applies)' 
for net capital loss for the loss year or any tax- 
able year thereafter'.". 

(b) CONFORMING AMENDMENTS — 

(I I Subparagraph ( C ) of section 1212(a)(1) is 
amended to read as follows 

"(C) a capital loss carryover to each of the 10 
taxable years succeeding the lots year, but only 
to the extent such loss is attributable to a for- 
eign expropriation loss.”. 

(2) Paragraph (10) of section 1222 is amended 
by striking "section 1212 " and inserting "sec- 
tion l212(aNir. 

(c) Effective Date.— 

(1) IK GENERAL.— Except as provided tn para- 
graph (2). the amendments made by thu section 
shall apply to net capital losses for taxable 
years beginning after the date of the enactment 
of this Act. 

(2) COORDINATION RULES.— Subparagraph ( B ) 
of section 1212(a)(3) of the Internal Revenue 
Code of 1986. as added by this section, shall 
apply to taxable years beginning after the date 
of the enactment of this Act. 


TITLE D— MODIFICATION OF GROSS IN- 
COME AND ASSET TESTS OF REGULATED 
INVESTMENT COMPANIES 
SBC. tOl. SAVINGS PROVISIONS FOR FAILURES OP 
REGULATED INVESTMENT COMPA- 
NIES TO SATISFY CROSS INCOME 
AND ASSET TESTS 

(a) Asset test. — S ubiectum (d) of section 851 
is emended— 

(1) by striking “A corporation which meets" 
and inserting the following: 

"(2) IN GENERAL.— A corporation which 
meets", and 

(2) by adding at the end the following new 
paragraph: 

“(2) Special rules regarding failure to 

satisfy REQUIREMENTS.- If paragraph (1) does 
not preserve a corporation's status as a regu- 
lated investment company for any particular 
quarter— 

"(A) In GENERAL.— A corporation that fails to 
meet the requirements of subsection (b)(3) (other 
than a failure described in subparagraph ( B)(i)) 
for such quarter shall nevertheless be considered 
to have satisfied the requirements of such sub- 
section for such quarter if— 

"(i) following the corporation's identification 
of the failure to satisfy the requirements of such 
subsection for such quarter, a description of 
each asset that causes the corporation to fall to 
satisfy the requirements of such subsection at 
the dose of such quarter is set forth m a sched- 
ule for such quarter filed in the manner pro- 
vided by the Secretary. 

"(is) the failure to meet the requirements of 
such subsection for such quarter u due to rea- 
sonable cause and not due to willful neglect, 
and 

“(ttUfl) the corporation disposes of the assets 
set forth on the schedule specified tn clause (i) 
icithir. 6 months after the last day of the quarter 
in which the corporation's identification of the 
failure to satisfy the requirements of such sub- 
section occurred or such other time period pre- 
scribed by Che Secretary end m the manner pre- 
scribed by the Secretary, or 
"(in the requirements of such subsection are 
otherwise met within the time penod specified in 
subclause (I). 

"(B) RULE FOR CERTAIN DE MINIMIS FAIL- 
URES.— A corporation that fails to meet the re- 
quirements of subsection (b)(3) for such quarter 
shall nevertheless be considered to have satisfied 
the requirements of such subsection for such 
quarter if— 

"(i) such failure ts due to the ownership of as- 
sets the total value of which does not exceed the 
lesser of— 

"(I) 1 percent of the total value of the cor- 
poration's assets at the end of the quarter for 
which such measurement is done, or 

"an VO.OOO.OOO. and 

"OWD the corporation, following the identi- 
fication of such failure, disposes of assets in 
order to meet the requirements of such sub- 
section within 6 months after the last day of the 
quarter in which the corporation's identification 
of the failure to satisfy the requirements of such 
subsection occurred or such other time period 
prescribed by the Secretary and in the manner 
prescribed by the Secretary, or 
"(If) the requirements of such subsection are 
Otherwise net within the time period specified in 
subclause (I). 

"(C) Tax — 

"(l) Tax IMPOSED— If subparagraph (A) ap- 
plies to a corporation for any quarter, there is 
hereby imposed on such corporation a tax in an 
amount equal to the greater of— 

"(I) 150.000. or 

"(II) the amount determined (pursuant to reg- 
ulations promulgated by the Secretary) by mul- 
tiplying the net income generated by the assets 
described in the schedule specified in subpara- 
graph (A)( i) for the period specified tn clause 
(it) by (he hiphen rate of tax specified m section 
11. 

"(ii) Period. — F or purposes of clause (i)(Il). 
the period described tn this clause is the period 


beginning on the first date that the failure to 
satisfy the requirements of subsection (b)(3) oc- 
curs as a result of the ownership of such assets 
and ending on the earlier of the date on which 
the corporation disposes of such assets or the 
end of the first quarter when there is no longer 
a failure to satisfy such subsection. 

*YMU ADMINISTRATIVE PROVISIONS.— For pur. 
poses of subtitle F, a tax imposed by this sub- 
paragraph shall be treated as an excise tax with 
respect to which the deficiency procedures of 
such subtitle apply.". 

(b) CROSS INCOME TEST.— Section 851 ts 
amended by adding at the end the following 
new subsection: 

"(i) Failure To Satisfy gross income 
Text.- 


“(1) Disclosure requirement.— A corpora- 
tion xhat fails to meet the requirement of para- 
graph (2) of subsection (b) for any taxable year 
shot! nevertheless be considered to have satisfied 
the requirement of such paragraph for such tax- 
able year if— 

"(A) following the corporation's identification 
of the failure to meet such requirement for such 
taxable year, a description of each item of its 
gross income described in such paragraph is set 
forth in a schedule for such taxable year filed in 
the manner provided by the Secretary, and 
"(B) the failure to meet such requirement is 
due to reasonable cause and not due to willful 
neglect. 

•(2) imposition of tax on failures.— if 
paragraph (1) applies to a regulated investment 
company for any taxable year, there is hereby 
imposed on such company a tax in an amount 
equal to the excess of— 

"(A) the gross income of such company which 
is not deniied from sources referred to in sub- 
section (b)(2), over 

"(B) ’A of the gross income of such company 
which is derived from such sources.”. 

(C) DEDUCTION OF TAXES PAID FROM INVEST- 
MENT Company Taxable Income.— P aragraph 
(2) of section 852(b) is amended by adding at the 
end the following new subparagraph: 

“(G) There shall be deducted cm amount equal 
to the tax imposed by subsections (d)(2) and (i) 
of section 851 for the taxable year.". 

(d) EFFECTIVE date— T he amendments made 
by this section shall apply to taxable years with 
respect to which the due date < determined with 
regard to any extensions) of the return of tax 
for such taxable year is after the date of the en- 
actment of this Act. 

1 UI — MODIFICATION OF RULES RE 
) TO DIVIDENDS AND OTUER D1S 
BUTTONS 

SEC. sV MODIFICATION OF DIVIDEND DK^fi NA- 
TION REQUIREMENTS AND A 
. 770, V flings FOR REGUl 
W VESTMENT COMPANIES 
(a) CAPmkpAlN DIVIDENDS.— 

(I) IN OEnAal.— S ubparagraph M) of section 
852(b)(3) is am\ded to read as /ajf 
"(C) Definition of capital 0:n dividend.- 
For purposes of t^ part— 

"(x) IN GENERj^-Excef as provided m 
clause (it), a capttamoamMvidend is any divi- 
dend. or part thereofmcMch is reported by the 
company as a capita! Jum dividend tn written 
statements furnished shareholders 
"(ii) Excess REPomED^MOuNTS.—lf the ag- 
gregate reported miount ^ath respect to the 
company for arguable exceeds the net 
capital gam o <Mhe companymor such taxable 
year, a capxtypasn dividend i%the excess of— 
“(I) the M epontd capital ^jin dividend 
amount. o^T 

"(II) tim excess reported amount^hich is al- 
locable Jo such reported capttal ya^ dividend 

ALLOCATION OF EXCESS RMpRTED 

W(l) IN GENERAL.— Except 03 provided H 
wuse (II). the excess reported amount (if SkyJ 
which is allocable to the reported capital t 
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(b> EFFECTIVE Date. -T he amendment r 
section shall apply to calendar yea 
Jims after the date of the enactment c 


ISNERaL. — S ubparagraph (B) 
Is amended by striking 
1 ig "98.2 percent". 

't Date.— T he 
shall apply to cah 
'.he date of the enj 


made 
years be- 
of this 


(al t 
4982(b)! 
and it 

(b) Eff\ 
by this 
ginning aj 
Act. 

TITLE J 
SBC. SOI. RSPBt 

MSS. 

(a) In General.- 
chapter 68 is 
(and by striking the 
tion m the table of 
(bf Conforming 
amended by stnl 

(c) EFFECTIVE 
by this section sj 
ginning after 
Ad. 

SBC. SOS. MOlfhCATJON OF SaAs LOAD BASIS 
_ RULE Ft\ REGULATED 

Wnntsrwufr compai 

(a) In gMeraL.— S ubparagraph ^ of section 
852(f)(1) m amended by striking "^tsequently 
acquircM and inserting "acquires. Me ring the 
period Meginning on the date of the. ositton 
referrM to in subparagraph (B) and e^Lng on 
Janifry 31 of the calendar year follow 
r year that includes the date of n 

R>) EFFECTIVE Date.— T he amendment r 
) the* section shall apply to charges incur! 

_ i taxable years beginning after the date of V 
enactment of this Act. 


Z PENALTY WJTB 
T FOR TAX OF 
COUP A- 

of subchapter B of 
striking section 6697 
relating to such sec- 
of such part). 

—Section 860 is 
|pn 01- 

amendments made 
apply Mtasahte years fre- 
dale of ih^mi actment of this 


The SPEAKER pro tempore. Pursu- 
ant to the rule, the gentleman from 
Michigan (Mr Levin) and the gen- 
tleman from Ohio (Mr. Tiber!) each 
will control 20 minutes. 

The Chair recognizes the gentleman 
from Michigan. 


GSfEJUL LEAVE 

Mr. LEVIN. Madam Speaker. I ask 
unanimous consent that all Members 
have 5 legislative days to revise and ex- 
tend their remarks and insert any ex- 
traneous material in the CONGRES- 
SIONAL Record. 

The SPEAKER pro tempore. Is there 
objection to the request of the gen- 
tleman from Michigan? 

There was no objection. 

Mr. LEVIN. I yield such time as he 
may consume to the gentleman from 
Massachusetts (Mr. NEAL), someone 
who has been working on this issue 
for— I don't know how long— a long 
time. 

Mr. NEAL. I thank the chairman. 

Madam Speaker, this legislation has 
already passed the House. It really was 
a bipartisan achievement this year, 
and much of the good work that went 
into this legislation has been years in 
coming. 

More than 100 years ago. the first 
mutual fund was started in Boston, 
Massachusetts. Mutual fluids have been 
a way for the "everyman" to Invest in 
the market with benefits of pooling 
and diversification. Today, more than 
50 million households invest through 
mutual funds with a median household 


Income of 580,000. More than 50 percent 
of 401(k) plan assets were invested in 
mutual funds at the end of 2009. 

H.R. 4337 was introduced last year by 
Mr. Rangel and me to modernise the 
tax laws regarding regulated Invest- 
ment companies, better known as mu- 
tual funds. The tax rules that relate to 
mutual funds date hack more than 50 
years, and although these rules have 
been updated from time to time. It has 
been over 20 years since the rules were 
last revisited. 

The bill before us today would make 
several changes to the Tax Code to ad- 
dress outdated provisions, such as rules 
that relate to preferential dividends, 
rules that require mutual funds to send 
separate annual dividend designation 
notices to shareholders, and rules that 
prevent mutual funds from earning in- 
come from commodities. 

In June, my subcommittee, the Se- 
lect Revenue Measures Subcommittee, 
reviewed this legislation with a panel 
of experts who expressed support for 
the changes. Simply put. the sub- 
committee held a hearing, and there 
was broad support on the Democratic 
side and on the Republican side for the 
accomplishment that sits in front of 
us. 

I am pleased to support this modified 
legislation, which is also revenue neu- 
tral. The Ways and Means Committee 
has a responsibility to review our tax 
rules from time to time and to remove 
the deadwood and update where nec- 
essary. This bill accomplishes that to 
the benefit of the investors, taxpayers, 
and mutual fund companies. 

I urge Its adoption. I thank the chair- 
man for yielding to me. and I thank 
our friends on the other side for their 
endorsement of this legislation as well. 

Mr. TIBERI. I yield myself such time 
as I may consume. 

Madam Speaker, as was Just said, 
regulated investment companies, bet- 
ter known as mutual funds to most 
Americans and to us. are intended to 
provide individual investors the ability 
to invest easily and with low cost in a 
diversified pool of professionally man- 
aged investments, and they have 
worked. In fact, according to the In- 
vestment Company Institute, the larg- 
est trade association for mutual funds, 
as Chairman Neal said, more than 50 
million American families currently 
invest In mutual funds. 

Most of the current laws that mutual 
funds have to deal with have not been 
comprehensively updated for more 
than two decades. In fact. H.R. 4337 
would modify and update certain tech- 
nical tax rules pertaining to mutual 
funds. These changes will allow mutual 
funds to better conform to and interact 
with other aspects of the Tax Code and 
security laws. 

As Chairman Neal said, we had a 
wonderful bearing where every single 
person who testified agreed to the 
changes in the underlying piece of leg- 
islation. It was passed in this House 
unanimously after that hearing this 
last summer. Every witness was sup- 


portive. and no opposition came before 
us with respect to the legislation. It 
was passed In the Senate last week by 
unanimous consent, with one change. 

My hope is today. Chairman Levin, 
Chairman NEAL. Madam Speaker, that 
this House will once again vote for this 
underlying piece of legislation with the 
one change and send it on to the Presi- 
dent. Let's make this change, and let’s 
give American mutual fund investors 
some certainty into the future. 

I yield back the balance of my time. 

Mr. LEVIN. Madam Speaker, the bill 
before us right now makes important 
changes to the tax Jaw rules that re- 
late. as Mr. Neal and Mr. TIBER! said, 
to regulated investment companies, 
more commonly known as mutual 
funds. They were described 80 years ago 
in testimony before the Ways and 
Means Committee as, "A group of 
small investors who have banded to- 
gether for the purpose of obtaining di- 
versity and supervision through the 
medium of pooling their investments,” 

While mutual funds continue to serve 
this important role, the tax rules that 
govern mutual funds have not been up- 
dated in over 20 years. In Juno of this 
year, the Select Revenue Measures 
Subcommittee, chaired by Mr Neal, 
heard testimony from a variety of in- 
dustry experts stressing the impor- 
tance of modifying our Nation's tax 
laws to ensure that the technical tax 
rules pertaining to mutual funds would 
better interact with other tax rules. 

The Ways and Means Committee and 
the Congress have an obligation to en- 
sure that our tax rules keep up with 
the times, so the bill before us would 
update and simplify the rules that 
apply to mutual funds to ensure that 
small investors are not disadvantaged 
simply because they band their invest- 
ments together through a mutual fund 
rather than investing directly. 

The bill enjoys strong bipartisan sup- 
port. It passed the House by voice vote 
earlier this year and just last week was. 
amended to pass the Senate by unani- 
mous consent. 

I want to thank all of my colleagues 
on Ways and Means and all others who 
Joined for their contributions to ensure 
that these Important changes to the 
mutual fund rules can be swiftly signed 
into law by the President of the United 
States. Passage today will do just that. 
So I urge strong support for this meas- 
ure. 

1 yield back the balance of my time. 

The SPEAKER pro tempore. The 
question is on the motion offered by 
the gentleman from Michigan (Mr. 
Levin) that the House suspend the 
rules and concur in the Senate Amend- 
ment to the bill, H.R. 4337. 

The question was taken; and (two- 
thirds being in the affirmative) the 
rules were suspended and the Senate 
amendment was concurred in. 

A motion to reconsider was laid on 
the table. 
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Selected Commodity Related Mutual Funds 


Name 


2011 Net Assets 


P1MC0 Commodity Real Return Strategy Fund 
Fidelity Series Commodity Strategy Fund 
Credit Suisse Commodity Return Strategy 
Highbridge Dynamicc Commodities Strategy Fund 
PIMCO CommoditiesPLUS Strategy Fund 
Oppenheimer Commodity Strategy Total Return Fund 
Russell Commodity Strategies Fund 
DWS Enhanced Commodity Strategy Fund 
Rydex/SGI Managed Futures Strategy Fund 
Altegris Managed Futures Strategy Fund 
Grant Park Managed Futures Strategy Fund 
Goldman Sachs Commodity Strategy Fund 
Equinox MutualHedge Frontier Legends Fund 
Natixis ASG Managed Futures Strategy Fund 
Eaton Vance Commodity Strategy Fund 
Princeton Futures Strategy Fund 
Rydex|SGI Long/Short Commodities Strategy Fund 
Harbor Commodity Real Return Strategy Fund 
MFS Commodity Strategy Fund 
Ramius Trading Strategies Managed Futures Fund 
DFA Commodity Strategy Fund 

Transamerica Goldman Sachs Commodity Strategy Fund 

Altegris Macro Strategy Fund 

Invesco Balanced-Risk Commodity Strategy Fund 

Direxion Commodity Trends Strategy Fund 

Jefferies Asset Management Commodity Strategy Allocation Fund 

Credit Suisse Trust Commodity Return Strategy Fund 

Fidelity Commodity Strategy Fund 

ING Goldman Sachs Commodity Strategy Portfolio 

Invesco Commodities Strategy Fund 

LoCorr Managed Futures Strategy Fund 

Blackrock Commodities Strategy Fund 

Van Eck CM Commodity Index Fund 

Rydex Commodities Strategy Fund 

SCA Absolute Return Fund 

Eaton Vance Parametric Structured Commodity Strategy Fund 

Arrow Commodity Strategy Fund 

Columbia Commodity Strategy Fund 

TCW Enhanced Commodity Strategy I 

Mosaic Managed Futures Strategy Fund 


$22,785,400,000 

$7,150,700,000 

$5,407,400,000 

$2,413,200,000 

$1,976,900,000 

$1,212,400,000 

$1,146,200,000 

$1,130,000,000 

$1,130,000,000 

$1,015,000,000 

$1,000,000,000 

$898,600,000 

$556,600,000 

$530,400,000 

$508,700,000 

$385,100,000 

$380,400,000 

$276,700,000 

$249,800,000 

$225,500,000 

$210,200,000 

$169,100,000 

$147,400,000 

$145,400,000 

$131,700,000 

$119,200,000 

$114,200,000 

$112,000,000 

$102,200,000 

$87,000,000 

$77,300,000 

$48,200,000 

$41,200,000 

$24,600,000 

$22,200,000 

$18,200,000 

$16,800,000 

$8,700,000 

$4,100,000 

$1,700,000 


Total 


$51,980,400,000 


Data source: Morningstar, Inc. and various mutual fund materials 
list prepared by Permanent Subcommittee on Investigations, Nov. 2011 


Permanent Subcommittee on Investigations 

EXHIBIT #5a 
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a managed tactical fund 


the Commodity Trends Strategy Fund 



A Diversified Long/Short Commodity Fund. 


► 


dire^ionfunds. 


Think direction. Invest. 


I Permanent Subcommittee on Investigations! 

EXHIBIT #5b 
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Why commodities? 

Financial professionals and their clients have found 

that commodities can: 

• potentially provide additional risk-adjusted returns 
over time to a diversified portfolio; 

• be an attractive investment option when global 
demand for commodities surge; 

• offer low correlation to stocks and bonds; 

• be an effective hedge against inflation; and 

• be a diversification tool with the potential to enhance 
all asset allocation models. 


Why consider long/short 
commodities? 

Most traditional commodity funds only provide long 
exposure to commodities. However, these long-only 
commodity strategies have not proven to provide 
sustainable gains overtime because: 

• commodity returns are typically cyclical and sporadic. 

• individual commodity sub-sectors tend to perform 
dissimilarly in different market environments, and 

• significant drawdowns C3n be damaging to portfolios 
over time. 

What does that mean for investors? Long-only 
exposure can tend to limit commodities' potential to 
contribute to a portfolio's long-term performance. 
For example, $1 invested in commodities in 1956 is 
worth 71 cents (inflation-adjusted) today 3 . 

The following chart illustrates the Commodity Trends 
Indicator's (a long/short index) performance results from 
2004 through 2010, as compared to the performance 
of two long only commodity indices, the S&P GSCI™ 
(Goldman Sachs Commodity Index) and the DJU9S Cl 
(Dow Jones UBS Commodity Index). 2 


Commodity Trends Indicator (CTI) vs. the S&P 
GSCI and DJUBS Ct 2004-2010* 


V. • 

^Annual Return 1 .^ 
^nn uaiize d * -r? r 
. Stanbi anjjjg^ JfrCr ' T7’W%1 
Deviation ' 
Sh-icpe_Roiio* 

Maximum . 

Drawdown 1 - 



As demonstrated in the table, while the Iona-only indexes 
had periods of strong positive returns, the long/short 
index was able to maintain more favorable returns with a 
lower volatility measure for the seven year period. 2 

•The chart is meant to demonsuate the differences between 
long only and long/short indices and is not indicative of the 
funds performance. 

' Based on data provided by the Chart Store for the Reuters/CP3 
Continuous Futures Index Tor the period 1 WO/56 - 01/31/1 1. 

2 Past performance especially statistical information, is not 
necessarily indicative of future results 
1 Standard Deviation is a measure of the dispersion of a set of 
data from its mean. 

4 The expected return of that asset less the rate of return on a 
risk-free asset This rate is denominated by the risk of that asset 
which is expressed as the standard deviation of returns 

5 The greatest percent decline from a previous high. 




' CThe Coriimodity Trends Strategy 



frivestmehf objective 

** flfdmmodity Trends Strategy Fund seeks to match the 
» of ti 


rice of the Commodity Trends Indicator (CTI®), 
^offers pure commckirty exposure that seeks to 
^ijjBehefrt'in all market conditions, through its unique long/ 
y '- TTsKp^ exposure. 


j»| investment strategy 

£the Commodity Trends Indicator, the Fund invests 
nan^an'cprnmcxjity futures, positions its investments 
each "setto’r. and component either long or short 
Sending upon price trends within that component, and 
a lances each sector mpnthly. 


, _does the Commodity Trends Indicator work? 
CTI® is a managed futures index that tracks both 
■and falling trends in the commodity markets. It 
sure to 16 commodity markets (in six sectors) 
fdiherhTdng or short, based on price trends, 
jrt decision involves' monitoring the price of 
n relation to their respective seven-month 
irage price, which allows investors to benefit 
j and falling commodity prices. The exception 
i the. model is the Energy sector which, due to 
tical issues, economic changes and other factors 
_ y related to the sector, is positioned either long or 

Jjflbt). 



1 

Share 

Class 

Index* 

Investor 

Class 

C Shares 

hstrtutionc 

Class 

Fees Gross/ 
Net 

1 oJa 

1.75/1.75 

2.26/2.26 

1.25/1.25 

Symbol 

j'CTTTR 

DXCTX 

DXSCX 

DXCIX 

cusip 

1 Pte 

254939457 

254939341 

25493938 


M 

;■ . >*. 

m 

:<a 


i 

■M 


s P rin cipal Risks 

vj^p/incipal risks of investing in the Commodity Trends 
Strategy Fijrid are risks of investing in commodity-linked 
-peQvapyes, risks of investing in wholly owned subsidiary, 
high' 'portfolio turnover, tax risk, risk of tracking error, 
•risks'- .'of aggressive investment techniques, leverage 
: nS^Jfejjyatiyes risks, counterparty risks, risk of non- 
•: diyeBmcation, risks of investing in other investment 
compinies and i ETFs, adverse market conditions, risks of 
Investing irr-; equity Jecurittes, credit ri^c, derivatives risk, 
t*k%of- snorting instruments, risks of volatile markets, 
rjs^\of^ investing ;)n Whojly Owned Subsidiary and 
.. • 

TOn^cahnpt irjvqst direcpy in an index. This information is for 
illustrapye_ 'purposes only.' 

Concentration risks result from focusing the Commodity Trends 
Stiffly Fund investments in a specific industry or sector. 

Jf^e performance of the fund may be more volatile than a fund 
.tSai'ddes riot concentrate its Investments. 

; Tneh performance of jhe Fund is designed ro correlate to the 
'perrepnSjsce^of its index. As a consequence, the fund's 
Serf omante wifi suffer during conditions which are adverse to 
esment goals • 

j Dr/epfrfcapon does not guarantee protection against market 
- Idsies'dr ensure a gain. 
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ri; 


' ^ ^ • i!"*'- - ’• *. 

-i^y CTj Index Compositions 

.f£sjt332&8* : - v - ••'.•/•••■' 

Energy 0.0% 

► Softs 14.4*. 

)► Industrial Metals 16.0 % 
^ Crains 36.8 % 

^ Livestock 16.0 % 

► * Pfecious Metals 1 6.8 % 


eh the Energy Sector is Long 


Ei?efty37.5% 

[; Softs 9.6% 

'7~ jj^ln'du^na] Metals 10.0 % 
: :-^6i&23.0W 
y-.J^S Livestock 1 0.0 % 

Precious Metals 10.5 % 

5’ j. ' 




Leveraging the advantages of the 

StifH •' ■ 

By. investing in the Commodity Trends. Strategy Fund, 
offered ‘by Direxion Funds, investors can take advantage 
oitife benefits of a diversified, open-ended commodity 
mi^al . fund— without the inconvenience and high 
' expends ordinarily associated with other commodity 
options. ! , ■ > , • 1 ... ’ 

The six rpajor sectors and components that the CT1 
trafckare: ' 


Energy 

• . Unieaded Gas 

• Light Crude 

• Heating Oil 

• Natural Gas 

Industrial Metals 




i ' • ’-Topper 


Precious Metals 

• .Silver 

• Gold 


Livestock 
li- • Lean Hogs 
- Uve Cattle 
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The importance of non-correlation 


Non-correlating assets help reduce volatility, while 
providing diversification and risk-adjusted returns for your 
investors' portfolios. Whether market volatility is high or 
low, investors should consider incorporating alternative 
assets that have low correlation to traditional investment 
vehicles into their portfolios. 

The graph fDelow) compares the correlation of traditional 
asset classes to that of both the 5&P 5003 Index and the 
Direxion Commodity Trends Strategy fund. 


6 Month Correlation through 12/31/10 



auaM yea" VI* MB 



As you can see, the Commodity Trends Strategy Fund has 
historically performed independently of traditional asset 
classes, such as stocks and bonds. This non-correlation 
could allow portfolio volatility to be reduced when the 
fund is included as part of a well balanced portfolio. 


sit is important to note that different time frames will result 
in different correlations. 

The Russel] Indexes noted herein are trademarks of Russell 
Investments and have been licensed for use by Direxion 
Shares. The fund is not sponsored, endorsed, sold or promoted 
by Russell Investments and Russeil Investments makes no 
representation regarding the advisability of investing in 
the fund. The S&P indexes are trademarks of Standard ana 
Poor's, a division of the McGraw Hii! Companies, Inc MSG 
indexes are the exclusive property of MSG and its affiliates . 
AH rights reserved. Indexes are unmanaged and cannot be 
invested in directly. 
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direXionfunds. 

Think direction. Invest. 


Advantages of including the Commodity Trends 
Strategy Fund in your investment strategies 

The Commodity Trends Strategy Fund, with its long and short exposure: 

• may provide potentially solid returns over time; 

• typically exhibits a low correlation to stocks and bonds; 

■ can potentially serve as an effective hedge against both inflation and 
deflation; 

• potentially provides additional risk-adjusted returns over time to a well- 
balanced and diversified portfolio; 

• provides investors with a means to capitalize on surges and declines in 
commodity demand and prices; 

• allows for a buy and hold strategy while simultaneously acting upon short 
term market trends; and 

• may be an effective complement to other alternative investments. 

Diversification does not guarantee protection against market losses or 
ensure a gain. 

To learn more about the Commodity Trends Strategy Fund 
and the role it can play in your clients' investment strategies, 
please contact Direxion Funds at 877-437-9363 or visit us at 
www.direxionfunds.com. 


An investor should consider the investment objectives, risks, charges, 
and expenses of the Direxion funds carefully before investing. The 
prospectus contains this and other information about Direxion funds , 
To obtain a prospectus, please contact Direxion Funds at 800.S5f.05f1. 
The prospectus should be read carefully before Investing. Investing in 
funds that invest in specific industries or geographic regions may be 
more volatile than investing in broadly diversified funds. 


877.437.9363 

info@direxionfunds.com 

www.direxionfunds.com 


Date of First Use: April 30, 2010. 

Distributed by: Rafferty Capital Markets, LLC 
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WOT fWC INSURED I WO BANK GUARANTEE I MAY LOSS VAUlE | 



»und ovtrvtew 
Objective 

ihe htai seeta Wag-term toe* return. 

Strategy /investment process 

• K->vrsts In tmrifTKxSHviintta derhijtwe r-sruryno. 

• lor* C-asrt evrswenr Timet* CKnctnes a tundanwtoi 
and systematic approach to tOOEBoAie 'nvesting. 

- RiiX ccatrpt process may reduce exposure to ccx-^-aloes in 
cenau* marina environments. 

Portfolio mrattrif .naurtiy experience 
Stssan Altaeea, )7 years 
uart Nooeiman. 12 years 
Cnotcp-V 5'jfa. )4 years 

"X fund imests n commodry-WnkeO de'.vative EHrwnenrs 
Packed By a portfolio of ruth matey force income sec urn its. 
Such as con mere i* paper ci octet instruments lhai generally 
nave a weighted average maturity oi 90-aavs v less. 

1 he lute's twa t to connodqies may vary as a percent i*e 
of total fund net assrtv nw hate Ms ftexrbtey tc invest o wig 
positions rangmg from. Cry* to 2co% of the value of t.he ts*i\ 
net assets and short pcptces ranging from o% to toon* of the 
vanie of the ftrsfl s net assets 

in t»e net commodity exposure tab'e. the fund's set exposure 
as d 8/31/1] ts ecua-' » 86 8* o' the lurtTs met assets and rs 
tross exposure as of 8/31/11 is wo*' ts 1 50i* c/ the fund's 
net assets, tne hjnrfs net exposure ecuats the value at tte 
hind's Wngposiuwsmmcs the short pcsxoas. The fanffs 
jross ewosue eouafs the sum of the fund’s long positions ar>0 
shon oovtons. tipostf-es are caiculatefl as the tooona! va-iie 
ol the feed $ set naive powtip's as a percentage c/ lota.’ net 
assets. 


total returns 


Performance at KAV {**) 


OTW 


C Shares 
Select Shares 

Oc* Jones- UBS Com-wocy i non total Return 


<447 
■520 
-4 Jt& 
-1 3-62 

-v.ro 


■627 
-6 4? 

-624 

•UJ3 
-J0J7 

With ales charges (%) 

a Shares eillt) S2S* .max. sties charge -2221 

c Shares «Khi40W mat COSC -7.42 

tne fund launches on U13/10 ane was seeoec with proprietary assets. Please note tne performsxe shows does not take tree 
tonvoeratice. toe r-tx and ootfoas o' cash vm«cn «ouC have fad an effect oe pet*nrmante. also note, the limited performance 
trau record is no: a true cte cation rt ho* this turns wit perform m the long tern 

•The performance flowed es past p*r1crmvxe and is nor a guarantee of future resrrfts. Mutual tends are luOfect to certain 


its* mar an investor's stem. «t 

redeemed. may be »ar«> more or Jess BU* orlpinaf cost. Cwtn» performante ma* be Ibpter or town than (be performance 
dan Steam. Tor performance current to me most recent morn'ti -end please can 1-800-480- 41JL 


(4.40 

13.90 

14-7J 

0 . 0 ? 


12.90 


ayts 

N/4 


Since 

S ps Incept ion 


K/A 


1392 

1338 

1424 

1049 


Annual operating expenses A Shares C Shares 

expense cap expu-ason date 2/29/2012 2/29/202 

Expense cap (W) 145 2.15 

lota’ annual fund eperatrg experses (9*/ 233 228 

>e» waivers and/or expense rerxbmements <%)' (0.61) C0.S6) 

ttet expense (V 122 222 


sma 

2/291X12 

2.40 

222 

fa75) 

147 


• rnc m vestment xorstr. Aamrotsirarcv and Srstncutor ha** conc.'aauaiy agreed ro »*rve fees a*4Jv re* teorse nrwn to rbf 
rrte.-x thai total Aaoudf Operating txpense IwtlxSng acowrM f unn fees and Expense. ffiwdete expenses rriar*"? tc- vot saw. 
■merest taxes and eirwitr^r, expense and excesses related to the Joa'S a i Trusters deferred coapenstf. cc pUnj er.-eed fte 
rr pence cap of me mw rsa* net assets r.veujh ."ie expense cap ecpv*fo" dale. * adrbhort, the ‘und s sevee providers may 
voiunavxy vriuve »■ revndurse ctrtam of rbeir fe«. as they may detemuic from lime to fane 


Portfolio natwoo 
mccptior date 

UWB mtl l momixr. 

fund number 

cus* 


a Shares C Shares Stun 

1/13/2010 LA3i7010 V13^0(0 

51.000 51000 5iw 

2023 2024 20B 

48121A696 48221ASB8 48I2IA670 


Portfolio characteristics 

hmd asses <m onons) 

52.4] 

Commod.ny maturKy P**p 

0 • 3 Months 

cit> 

3 • t Montis 

55-0 

6- Months 

ao 

fixed income maturity (%»>“ 

lest than one morn* 

543 

i 3 Movns 

316 

3 t MPrthS 

ILO 

6- Months 

U 

Net commodity exposure (%ju* 

Precious Metarsane fmancia Commodtt« 

m 

Agriculture 

14 9 

Jneigy 

•1.5 

tndusCrul Metals 

18 

Cash irvefl merits W 

Ui OovemneS Agency Setu'C-es 

619 

Sheri tent, imtsuneta 

265 

srpurcrjse Agreermcs 

5.7 

U.S. treasury >e;ur «« 

1.9 

Certificates of Oeposn 

02 

'Data as of B-Ol/ll 

*(hie to rturdmt t*lu** fay not tefat 1009* 


o! total net assets 



insight * Process = Results' 


Please refer to the hack of the page for unporant dretsosure mtontatioci 
iBCSudmg rfsto associated «vit». investing in the fond. 


JPMorgan 
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about the mutual fund. Read the prospectus carefully before itmstmg. 

RISKS ASSOCIATED WITH INVESTING IN THE FUNO: 

The Funs Hill gain etpesure to commodify mamets primarfv by investing us to JSSfc at O rctal assets w Me NClf Commodities Strategy fund Ud. a who-’iy owned sebwCiery of :ht *lhc orga osed 
under tv laws o' the Orman islands. By wvfflin* ir -.he kitadurr. the fund is indirectly exposed to the rtso associated mtt> :v Subsdienrs irwestme*® if* 0e*n*S»B anc oinei investments bee 
by ttie Subwsary art genera'ly suncar to those mat are permetefl to be he* cy me hind anC »>» s swe Ic the sn risks mat apsfy to mrSa! wm merits < vc direct* by the f *r6 The fund may 
use Sermtim m connect** men ns investment st.-atec®. Oerwatw mat at njtaer Pan other types o' immSments because trey m*» be more sens*** to changes m econsme or mart* 
towflllons than ocher types cf mvestrrentt ano could revJt m losses mat ngn.-tra-nty -need the Funds cc*>rn investment The techneues and stratrjws tor«emp«rt by the f i«S iie expected to 
result ** a ugh degree a! paittio turnover. PorBolic turnover may vary Ptatiy hort yea; to year as wel as wttw a particular year. Hg* oortJolio turnover te.fr over 100W mar *vo*« 
cor»esDca*ngfy greatr expenses to me Fund, including brokerage commissions or dealer mark up*, and cthe* rraewetiar. tons on the sale nt securities and -emvesments m other SKWW 
Assets not invoiced in tommodei'Smefl Oerivastves. currency talked derwatnes or the Sotsdwy wO be invest eS m freed income securities The ford vtcome portion c< tv Fcid is -mended to 
pr ovule acutdRv and preset capital. The Fund ge oerany *ai only buy sec Bit® mat have remaining maturities of 3W Cays or less The defat weghied average matuiey of the fund s tired mcon* 
rrvesfmenes uni generally be «0 days v less 

The Fuad's rives ment m income secure® a si-biec! ic irte-es! ram raid. btt prices generally faP ■hen mte-est rates rise. The tine w* ha*e a i«nf<a*£ potter d io assets cc*centratrC -n 
commodity-linked securities. Oevetepmems afed.-g commodities •* have a drsprcocnorjte impact or. the Fund. The Funds mvrffr-*rc in commoddy linkec dtrnrat/ve ramuments may *rbject the 
fusd to greater v&tattffr than r vestments m tradsionai secure®, particularly * the msnsnmss mvor»c 'everage. tv value of cormedev-Vtad MfnuM mstrvments ray be afteceo by charges in 
Overall market movemeets. commodity s-Cex vofatilPv. c ranges in Mere? ratrv or tanors aftea«g i oarticuia; mdustry >' commoory. sue? as drought foods, weal he*, livestock ewase. 
embaigoev tariffs and mternatcnai economic, poiitica- i<C rrgulaiory dev«*opmer.tv Use of leveraged ctvr -oJry ^AfC dervacives ceates ar ocpcrtvnr. for nerrased retsun buL at the vstr* time, 
ceres the possibility fty gre*» loss (mOum-g tv ttaffhood o' grater voat^ity of the Fv-ds net asset vVuel. and tVre tan be no assurance it» the tseds use of leverage w* be sottessfu. 


INDUES DEFINED: 


IV Dow wnes uSS Coevrodcy u»de» Total Return is conpcsed of futoies contraas on » physc* tomr/jcrirs. TV pertormantr of the odw does not refect the eefluaw' of expenses associateo 
with a tuns, suen as mutsimea iraragement fees by contrast. :V perform ante of the fund rehens rv OeD u caoc d the fund eip«*aev mewing sates chafes d asaUcaife An tannot 

mvea dirtetiy as an «e» 



eiomses cr^-gec by the fund 

C?C1L Amenran Bankers AssKatwn. CuSlP Database provded by the Standard A Poofs CUSr? Strvia Bureau, a dhison of The Mrt»-*w-*ii Companies. *c. Aft rights ie»«*t4. 

iota< return assumes lemveosnent of dwdenos and capes gams dicrtKiTiees and refieas the dedoaion of any sales marges. wne<e »pc*atie Perform vee may rrhect the waiw »• a penor of tv 

Fuad's adnsary or ao-wsjratwe fe« lor cerum periods smte the iveixor date, rt r«s nac to\ ven waned, performa.xe wc»*o have bee* i«s favorabie- 

j.P Morgan Funds are distributed by iPMcngar Chstribuhen Servces. fat- »*wh is an iftw of iPsaorga? Chase » Co. AfN-ates o< jPUcrpn Chase B Co. recede tees tor pro«dirg various sewn to 
the funds. iPMargan Distributee Services me. isa n-emper of ?lNRA , Sl f ‘C 
CJPuorgan Chase A Co. Onober JOll 


»S MDCS-FSC-0931 
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MutualHedge Frontier Legends Fund 

CLASS A AND CLASS C SHARES 


Annual Report 
September 30, 2010 


1 - 888 - 643-3431 

ww\v.ML*n:AU£t net. com 


Distributed by Northern Lights Distributors, LLC 
Member FLNRA 


MutualHedge Frontier Legends Fund 

Annual Letter to Shareholders for the period ended September 30, 2010 

MutualHedge Fronder Legends Fund began trading on December 31. 2009 with an Initial NAV of $10.00. For the period ending on September 30. 
2010, Class A Shares returned 1.00% and Class C Shares returned 050%. For the same nine-month period, the CASAM C'SDM CT A Asset 
Weighted Index* (the "Managed Futures Index”) returned 4.93% and the S&P 500 Total Return Index - returned 3.89% 

Most of the Fund's underperformance versus the Managed Futures Index came In the first quarter of 2010. the Fund's very first quarter of 
operations, when the Fund was down about 1%. As discussed in our last letter, this was the period during which CT A Programs (defined below) 
were brought “on line” one at a time and were scaled into gradually. The Fund was down 1 .3% during the second quarter, but there was a strong 
rebound In performance during the third quarter, when the Fund was up a healthy 33%. We discuss performance attribution at greater length later 
in this letter. 

The Fund's investment objective and strategy is to achieve capital appreciation in both rising and falling equity markets with an annualized level of 
volatility similar to the historic level of volatility experienced by the S&? 500 Index. By analyzing the interrelationships among selected programs, the 
Fund seeks to combine them in a portfolio that offers more consistent performance potential with lower volatility than individual programs. The 
Fund gains exposure to managed futures programs of selected commodity trading advisors (“CTA Programs”) through its investments in trading 
companies. 1 The Fund's allocation as of September 30. 2010 to the five currently selected CTA Programs is displayed below. These allocations will 
vary over time as a function of ongoing portfolio management and as new programs are identified and added to the mix. 

MutualHedge Managed Futures Exposure as of September 30, 20 1 0 


Afcxaoon % (based on j Allocator, changes from 


bep/ijle 
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Trading Company Name 

nouona' exposure levels! 

3/31/2010 to 9/30/2010 

| 

1 

C 

> 

1 

1 

22.3% 

-i7% 

Cantab Tradmj Company • Aristarchus Program. LLC 

21.4% 

4.4% 

QIM Trading Company • Globa! Program. LLC 

20752 

-3.9% 

Overton Trading Company - Discretionary Program. LLC 

17.652 

1.1% 

WNTN Trading Company - Drvervfied Program. LLC 

18.0% 

1.1% 


’ The Fund invest m the CTA P rogra m s through ia wholly -owned streoiary 


The five programs differ in terms of primary trading characteristics. This is reflected in their long-term historical correlations, which are generally 
fairly low. 


Correlation Coefficient of CTA Programs January 
200S to September 2010 

Beach 

Camab 

QIM 

Trverton 

Wmton 

Beach Horizon, LLP 

1.00 

0.61 

-0.04 

0.63 

0.73 

Cantab Capital Partners. LLP 

0.61 

1.00 

0.05 

0.47 

0.58 

Quantitative Investment Management. LLC 

-0.04 

0.05 

1.00 

0.07 

-0.10 

Tiverton Trading, inc. 

0.63 

0.47 

0.07 

1.00 

0.42 

Winton Capital Management 

0.73 

0.58 

•0.10 

0.42 

1.00 


Note that the Fund gains exposure to these CTA Programs through trading companies managed by the CTAs listed above. The correlation 
coefficients in the chan above are based upon each CTA’s track record. Not all CTAs have track records for the full period of this analysis. 
Inception dates for these are: Beach Hortzoa- May 2005; Tiverton: April 2006; Cantab; March 2007. The track records, with the exception of Beach 
Horfeon and Cantab which use a model account, are the composite track records of the respective CTAs, and do not include fees and expenses 
associated with an investment in the Fund including the Indirect expenses of the Fund’s subsidiary and the CTA Programs. 

Correlation Coefficient: The correlation coefficient, r, indicates both the strength and direction of the relationship between the independent and 
ipendent variables. Values of r range from -1.0, a strong negative relationship, to +1.0. a strong positive relationship. When r=0, there is no 
relationship between the S&P 500® and the other funds it is being compared to. 

In reviewing the Fund's performance, it is important to recognize that CTA Programs can hold long short or neutral positions, with the potential to 
earn profits in rising or falling markets across the six different sectors: metals, energy, agricultural, currencies, interest rates and stock Indexes. 

For the period from inception through September 30. 2010. three of our five CTA Programs posted positive returns of 9.6%, 2.9% and 1.5%. 
respectively, while the two negatively performing programs returned -4.1% and -5.7%. The underlying CTA Programs' month-by- month resuhs also 
attest to the fact that the five programs have widely varying sources of returns: there was not a single month in which aM five programs traded down, 
and two months in which they a3 earned positive returns. Further, their best and worst months of performance generally did not coincide. This 
pattern of monthly returns reflects die low correlations among the programs and illustrates the potential benefits of a diversified portfolio. 

1678-NID-UA2/2010 


The drivers of performance also tend to differ across the programs. The best performing program. Win ton earned the bulk of its positive 
performance from trading interest rates, currencies and metals, while experiencing smaller losses in stock indexes, energy, and agricultural. The 
worst performing program QIM. incurred losses mainly in trading stock Indexes, as well as in all other market sectors except Interest rates, which 
were slightly profitable. The remaining three programs were aS profitable In interest rates and metals: Beach Horizon and Cantab had meaningful 
losses In the other four sectors, while Tiverton's losses were smaller. On the whole, then, interest rates were the most significant positive 
contributor to Fund performance, followed by metals, while the losing sectors were led by stock indexes. 

Other contributors to the Fund* s underperformance versus the Managed Futures Index include: the fact that 0) the Fund's Investments In the CTA 
Programs do not correspond with the components and weightings of the Managed Futures Index and some managed futures strategies may not be 
represented In the Fund, and (■) the timing effects of the Fund's new investments into the trading companies may cause outperformance or 
underperformance against the Managed Futures Index 

A material portion of the Fund is invested in securities known as exchange traded funds (ETFs), which are designed to mimic the performance ol 
pedfic fixed -Income indices. These investments may have material effects on the Fund's overall performance. For the period from inception 
through September 30. 2010. the CTA Programs out-performed the ETFs. 
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Returns on the Fund"* investment in the Subsidiary are net of the management fee* and incentive fee* of the trading companies. The aggregate 
weighted average management fee and weighted average incentive fee of the trading companies, in which the Subsidiary invested, were 0.64% of 
assets under management and 24.55% of trading profits, as of September 30. 2010. 

rket Commentary 

In May this year, the "flash crash" in U.S. stock markets raised some serious concern* in the mind* of investors, k i* worth noting that circuit 
breakers in the S&P index futures market were tri gg ered and succeeded In slowing down trading, demonstrating the efficacy of some of the safety 
nets that have the potential to protect futures markets. The trading systems of our CTA Programs also appear to have been robust enough to 
withstand the shock. While four of our five programs did have negative performance during May. the fund lost only about I.S%. For comparison, 
the worst month during this year for the Managed Futures Index was January, when it fell as much as 3.0%. 


1678-NID-11/12/2010 


The global economy continued to grow during the second and third quarters, although the outlook remains weak and policymakers face several 
tricky imbalances. The headline story during recent months has been the rally in bonds, catalyzed by the weak economy and expectations of further 
quantitative easing by the U.S. Federal Reserve. Interest rates are unusually low. specially In developed economies, reflecting both aggressive 
monetary policy as well as weak demand for credc As money flows out of these countries and into emerging economies, where Interest rates are 
higher, upward pressure develops on their currencies, potentially hurting exports. The higher rates of economic growth m these countries are also 
creating Inflationary pressures, which may result in tighter monetary policies and further Interventions in currency markets. 

Meanwhile, the effects of the financial meltdown are still being fdt mainly in developed economies as businesses and banks hoard cash and deleverage. 
In the U.S, manufacturing continues to increase at a very slow pace. Personal income and spending have increased modestly, while consumer 
confidence remains tow. The housing market has not shown significant signs of recovery. The good news is that inflation appears to be under 
control, at least for the foreseeable future. Additionally, the outlook for emerging economies like China and India remains positive, albeit tempered 
by longer-term challenges and the need for structural changes. 

The price of gold continues to dimb, possibly a reflection of Its status as a perceived safe haven. Energy markets have been fairly quiet while 
agricultural prices have displayed an upward trend. Other significant market developments have included the sovereign debt crisis in Europe, the 
zakness of the U-S. dollar, the strength of the Japanese yen. The high probability of gridlock in Washington after the U.S. elections appears to have 
.wrgized Wall Street and the equity markets. The prospect of tower axes, tower deficits and a tower level of effort directed towards regulatory 
reform of the markets is appealing to many market participants. 

Although we arc pleased with the Fund's recent performance, because of the unpredictable nature In the short-term of financial markets and most 
asset classes, we encourage investors to focus on holding a portfolio that contains a mix of stocks, bonds, cash and alternative asset classes 
appropriate for their long-term goals. Such a well-balanced portfolio can provide proaction from volatility while also affording opportunities for 
potential long-term growth. We believe that the Fund can play an imponant part in such a portfolio. 

Thank you for investing in the MutualHedge Frontier Legends Fund. 


1678-NID- 11/12/2510 


• The CASAM CISDM CTA Asset Weighted Index reflects the dollar-weighted performance of Commodity Trading Advisors (CT As) 
reporting to the CASAM CISDM Database. CTAs trade a wide variety of OTC and exchange- traded forward, futures and options markets (eg. 
physicals, currency, financial), based on a wide variety of trading models. In order to be Included in the Asset Weighted Index universe, a CTA must 
have at least $500,000 under management and at least a 1 2- month track record. The index goes back historically to January 1980, Source; 
casamhedge.com. 

w The S&P 5 00® Total Return Index is widefy regarded as the best single gauge of the US equities market Thu world-renowned Index 
indudes 500 leading companies in leading Industries of the U5. economy. Akhough the S&P 500 focuses on the large cap segment of the market with 
approximately 75% coverage of US. equities. It is also an ideal proxy for the total market Total return provides investors with a price- plus-gross 
cash dividend return. Gross cash dividends are applied on the ex- date of the dividend. Source: standardandpoors.com. 


1678-NID-11/12/251C 
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MutualHedge Frontier Legends Fund 
PORTFOLIO REVIEW 
September 30, 2010 (Unaudited) 


The ftjotf s performance figures* for the period ending September 30. 2010. compered to 13 benchmartar 


Inception** - 
September 30.2010 


Mutu* IHedje Frontier Legends Fund - Class A 1-00% 

MtiaalHedge frontier legends Fund - Out A *qh load -4.81* 

Mimi»IHetSj« Fronoer Legends Fund - Cta C 0 SO* 

CASA.M CtSOM CTA Asset Weighted Index 4.93* 

SAP 500 Tool Return Index 3-89* 


* The performance daw Quoad here npraena pas per£m»nct The pad u r x toCt Urrparaen «Wa 'inennen <4 el d~St.»* am caput fan and has been adfSltd ftf the Oaa A 
rrxanr-wn appfcsfife tala efurgt ef 5 7S* Canert perfemoice mef fie tower of hjbe, then (he p c femo x t daw out *od atom Toe performance B no fuo-umee «f Se« ressdtl. The 
mt a anat ream and prtndpd iotoe of ot ewesonere ■* fixaott ic that ewesnr'i Stores ^ier rtdrer ned moy be we*h mart or its ti«sn onfmal car. The relirra shown Da n* ntra 
the Oeduaien of torsi tn« e staehofctar would per or fund dsc-huoan o' on the redampson offmdihom Ferfommet fv f*n»d» gnow dun t yeor ore ovuefced The Funds 
use amtai opateont e«peres art J 20* fat Oon A than. ItiX fat dec C shores per she January 1.23)0. prospers* For performance r ft rmabor . aerent K the mac racer* nwxbentt 
ptene ud to*-fi»e 1-888-443-3431 

The CASAM CtfQM CTA Aset Wegieed Into rrjVesi the dofer-wefted performance of C o nee w dy Tradnj Adnsers fCTAi) repennf D Che CASAM OSOM Onetime. CTAs Srodr l »•* 
mhetr of OTC and dchorfc-traded fon * art fofcrts end opeom morneo fig. piyacah. ant««v. jnmc^. betad so e w* rone* rf tre dr* meads (» onto to fie k-dwtod ir the A*vt 
We-foed fodw mnerte. e CTA mec lm « lees 5500.000 unto rruMfwran am at ires e / 2 -manhood nor* The mder foe bto hmvxody to januorj tWO 



The Fund's Top Asset Chives »re ts fetowt 
Sactsa X of Nei Ass ets 

Exchange Traded Funds - bonds $4.3% 

Syst emati c Trading Consortia 14.2* 

Other. Cash l Cash Etjunalena 24 5% 

"XOC* 


MutualHedge Frontier Legends Fund 

CONSOUDATED PORTFOUO OF INVESTMENTS 

September 3 0, 20 1 0 

Sha-es Value 


http - r 'glob*ld5e«tajeetisnnminxstje.cotiiMoctBneB3ihr*ydoej»otBt , 5f8cc96cA43A4g ,, $0862ta2T30d'JiT« JEvdoctongaal^ 1 >77)201 I l(h52:4T AM) 
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EXCHANGE TRADED FUNDS - 563% 


2I037S 

203.630 

22.490 

882.513 

i Shares Barclays 1 >3 Year Credit Bond Fund 
i Shares Barclays Aggregate Bond Fund 

i Shares S&P/ Citigroup 1-3 Year International Treasury Bond Fund 

PowerShares VRDO Tax-Free Weekly Portfolio 

$ 

22.097.790 

22.124.399 

2.365,948 

22.058,412 


TOTAL EXCHANGE TRADED FUNDS 

(Cost $68,160,093) 


68.646.549 

8.581.423 

6.652369 

4378.664 

I.78Z534 

1.727.763 

SYSTEMATIC TRADING COMPANIES - 19.2% 

Beach Horn on Trading Co. - Horizon Program, LLC * + 

Cantab Trading Co. - Aristarchus Program. LLC * ♦ 

QIM Trading Co. - Global Program, LLC • ♦ 

Tiverton Trading Co. - Discretionary Program LLC “ ♦ 

WNTN Trading Co. - Diversified Program, LLC • ♦ 


6.943.487 

7289.020 

3.B60.776 

Z20I.S37 

3.109.507 


TOTAL SYSTEMATIC TRADING COMPANIES 

(Cost $19,986. HO) 


23.404.327 


TOTAL INVESTMENTS - 75.5% (Cost $88,145,203) (a) 

OTHER ASSETS AND LIABILITIES - 24.5% 

$ 

92,050,876 

29.962.446 


TOTAL NET ASSETS - 100.0% 

$ 

12^013,322 

(a) Asprwna cost for financial reporting purposes. Aggregate cow tor federal a* purposes Is $88, 146.2C3 and dlifcn from market value 
by net unreaEiKl appreciation (depreciation) of secunoes as fo*owr 

UtveaUad Appreciation- $ 3.921.918 

Unreakird Depreaaoon (17.245) 


Net lln'tatetd Appr*ci*t»:>n: = 

S 

3.904.673 


• Non-lneeme croduorg Imw i t t i l 

•This ewenrrent « a bolding o l KusaaWedge hind Unwed SPC. 


See accompanying notes to financial statements 


MutualHed ge Frontier Legends Fund 
CONSOLIDATED STATEMENT OF ASSETS AND LIABILITIES 
September 30, 20 1 0 


ASSETS 

Investment securities: 


At cost S SS. 1 46.203 


At value 

Cash 

Receivable for Fund shares sold 

Dividends and interest receivable 

Prepaid expenses and other assets 

TOTAL ASSETS 

$ 

92.050,876 

29.177.552 

1.019,195 

6.030 

269 

122.253.922 

LIABILITIES 

Investment advisory fees payable 

Distribution (I2b-f) fees payable 

Fees payable to other affiliates 

Payable for Fund shares repurchased 


113.309 

26.788 

18.716 

1.850 

Accrued expenses and other labilities 

TOTAL LIABILITIES 


79.937 

240.600 

NET ASSETS 

$ 

1 22,0 1 3,322 

Composition of Net Assets: 

Paid in capita! [$0 par value, unlimited shares authorized) 

Net unrealized appreciation of investments 

$ 

118.108.649 

3.904.673 

NET ASSETS 

S 

122,013,322 

Net Asset Value Per Share: 

Class A Shares: 

Net Assets 

$ 

113,177,204 


hnp:/4 
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Shares of beneficial interest outstanding 

Net asset value (Net Assets Shares Outstanding), offering price 


1 1,203,024 

and redemption price per share (a)(b) 

Maximum offering price per share 

$ 

10.10 

(net asset value plus maximum sales charge of 5 75%) (c) 

Class C Shares: 

* 

10.72 

Net Assets 

$ 

8.836,118 

Shares of bencfidaJ interest outstanding 

Net asset value (Net Assets ♦ Shares Outstanding), offering price 


879,246 

and redemption price per share (b) 

S 

I0.0S 


(>) For certain purrfca is of $1 mBon or more. » IX condnfe* Oef erol nie charge n»y apefy to redempoons rradc with* 
tweVe moncu of pjreMi*. 

(b) Redempooru made within 30 days of purchase may be assessed a redemption (ee of I D0V 

(c) On inve i t mena of J1S.OCO or more, the offering poce is reduced. 

See accompany ins notes to bunco! statements 


MutualHedge Frontier Legends Fund 

CONSOLIDATED STATEMENT OF OPERATIONS 

For the Period Ended September 30, 201 0(a) 

INVESTMENT INCOME 

Dividends 

$ 

207.150 

Interest 


20.587 

TOTAL INVESTMENT INCOME 


227.737 

EXPENSES 

Investment advisory lees 


388.406 

Professional fees 


101903 

Distribution ( 1 2b- 1 ) fees: 

Class A 


53,861 

Class C 


13.030 

Transfer agent fees 


44.112 

Administrative services fees 


40.517 

Accounting services fees 


21171 

Registration fees 


11488 

Compliance officer fees 


9.853 

Printing and postage expenses 


9.853 

Custodian fees 


8.129 

T rustees fees and expenses 


5.941 

Insurance expense 


464 

Other expenses 


3.972 

TOTAL EXPENSES 


715.700 

Less: Fees waived by the Advisor 


(206.650) 

NET EXPENSES 


S09.0S0 

NET INVESTMENT LOSS 


(281.313) 

REALIZED AND UNREALIZED GAIN ON INVESTMENTS 

Net realized gain from security transactions 


1.442 

Net change in unrealized appreciation (depreciation) of investments 


3.904.673 

NET REALIZED AND UNREALIZED GAIN ON INVESTMENTS 


3.906,115 

NET INCREASE IN NET ASSETS RESULTING FROM OPERATIONS 

$ 

3,624,802 


(a) The HutsalHedje Frontier legends Fund co mm enc e d operations on Oecentier 3 1. 2009. 


See accompanying notes to financial sta te me n ts. 
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MutualHedge Frontier Legends Fund 

CONSOLIDATED STATEMENT OF CHANGES IN NET ASSETS 


For the 
Period Ended 
September 30, 


2010(a) 

FROM OPERATIONS 

Net Investment loss J (28 1 ,3 1 3) 

Net realized pm from security transactions l .442 

Net change in unrealized appreciation (depreciation) of investments 3,904.673 

Net increase in net assets resulting from operations 3,624,802 

FROM SHARES OF BENEFICIAL INTEREST 

Proceeds from shares sold: 

Class A II4.IOO.S29 

Class C 8.588. J 56 

Redemption fee proceeds: 

ClassA 1.434 

Class C 91 

Payments for shares redeemed 

Class A (4287.819) 

Class C (13.871) 

Net increase in net assets from shares of beneficial interest 1 18.388,520 


TOTAL INCREASE IN NET ASSETS 122.013.322 

NET ASSETS 

Beginning of Period ; 

End of Period — 

SHARE ACTIVITY 
ClassA 

Sham Sold 11.638.891 

Shares Redeemed (435.867) 

Net Increase in shares of beneficial interest outstanding 1 120X024 

Class C: 

Sham Sold 880,644 

Shares Redeemed ( 1 .398) 

Net increase ‘m shares of beneficial interest outstanding 879.246 


(a) The Wedge Frontier legends Fund commenced operations on December 1 1. 2009. 
See accompanying notes to financial statements. 


MutualHedge Frontier Legends Fund 

CONSOLIDATED FINANCIAL HIGHLIGHTS 

Per Share Data and Ratios for a Share of Beneficial Interest Outstanding Throughout the Period 


N« met value, beginning of period 
Accrrtty from inv cs o n a nt operations: 


ClassA 

Class C 

Period Ended 

Period Ended 

September 10. 

September 10, 

2010(1) 

2010(1) 

5 10.00 

$ 10.00 


hTTp V/gfobaidaeonieBU«nofnengjtB.cons‘ik>cu»tt*libnry' , doeteseat'5rt«96o*4J44r7SOI62s»2730e®a7c.easOx/engiBal[ia , 27/201 1 10:52:47 AM) 


Ill 


•GAR FJhfti Doeuaenti lor 000091M7M WJOJ29J 

Ne* Invecmert Ion (2) 

Net ruM and t»nns*!3«d 

Totil from investment operations 


Total return 

Net assets, at end at period (000s) 

Rioo of grots expenses to average 
net assets (4)<S)<6) 

Ratio of net expenses to average 
net assets (S)(t) 

Ratio of net investment toss 

to average net at sea (S){7) 

Portfefcj Turnover Rate (8) 


(0.09) 

0 19 
0.10 

S IP 10 
1.00* 
5 113.177 

198* 

120 * 

(1.1V 

o* 


(1) The HutualHedp rraroer legends Fund's Oass A and Class C titares co m men c ed operations December 31. 2009. 

(2) Per share amouna alcutatsd using tr* average shares method, wtoefi more appropruteff presents the per share daa for the perod 

(3) Total returns shown exdvde she rfect of applohie sales charges and reoemjxxyi f« 

(4) Represents the ratio of expenses to average net ura absent fee waivers and/or expense reitrtiursements by the Atfoiwr. 

(5) Annualised lor periods less than, one tot year. 

(t) Does not mefcde the expenses of other investment companies in whth the Fund invests, 
f 1 ) Recognition of net investment income by the Fund s affected by the timing of the declaration of dividend! by the 
underlying w vesgne n t companies in which the Fund invests. 

(8) Not anouatoed. 

See accompanying notes to financial st at e m ents 


(0.14> 

0-19 

0.05 

S 10.05 

0-50% 
S 8.636 

5 97% 
195% 
<l.99)% 
0% 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

September 30, 20 1 0 


1. ORGANIZATION 

The MutualHedge Frontier Legends Fund (the “Fund") is a non-drversrfied series of shares of beneficial interest of Northern Lights 
Fund Trust (the "Trust"), a statutory trust organized under the laws of the State of Delaware on January 19. 200S, and is registered 
under the Investment Company Act of 1940. as amended (the "1940 An"), as an open-end management investment company. The 
Fund currently offers two distinct share classes; Class A and Class C shares. The Fund seeks to achieve capital appreciation in both 
rising and falling (bull and bear) equity markets with an annual volatility that is generally lower than the volatility experienced by the 
S&P 500 Index. The Investment objective of the Fund is non-fundamental and may be changed without shareholder approval. 

The Fund currently offers Class A and Class C shares. Class C shares are offered at net asset value. Oass A shares are offered at 
net asset value phis a maximum sales charge of 5.75%. Each class represents an interest in the same assets of the Fund and classes are 
identical except for differences in their sales charge structures and ongoing service and distribution charges. All classes of shares have 
equal voting privileges except that each ctass has exclusive voting rights with respect to its service and/or distribution plans. The 
Fund's income, expenses (other chan class specific distribution fees) and realized and unrealized gains and losses are allocated 
proportionately each day based upon the relative net assets of each class. 

2. SIGNIFICANT ACCOUNTING POLICIES 

The following is a summary of significant accounting policies followed by the Fund in preparation of its consolidated financial 
statements. The policies are in conformity with accounting principles generally accepted in the United Sates of America ("GAAP'). 
The preparation of the consolidated financial statements requires management to make estimates and assumptions that affect the 
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the consolidated financial 
statements and the reported amounts of Income and expenses for the period. Actual results could differ from those estimates. 

Security Valuation - Securities, including exchange traded funds, listed on an exchange are valued at the last reported sale price at 
the dose of the regular trading session of the exchange on the business day the value is being determined, or in the case of securities 
listed on NASDAQ at the NASDAQ Official Closing Price ("NOCP”). In the absence of a sale such securities shall be valued at the 
last bid price on the day of valuation. If market quotations are not readily available or if the Advisor believes the market quotations 
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ire rvot reflective of market value, securities will be valued at their fair market value as determined In good faith by the Trust's Fair 
Value Committee and in accordance with the Trust's Portfolio Securities Valuation Procedures (the "Procedures"). The Board of 
Trustees (the “Board”) will review the fair value method in use for securities requiring a fair market value determination at least 
quarterly. The Procedures consider, among others, the following factors to determine a security's fair value: the nature and pricing 
history (If any) of the security, whether any dealer quotations for the security are available; and possible valuation methodologies that 
could be used to determine the fair value of the security. Investments in Systematic Trading Companies are valued at a fair value 
based on the net asset value as reported by underlying trading companies. Short-term debt obligations having 60 days or less 
remaining until maturity, at a me of purchase, are valued at amortized cost. Investments in open-end investment companies are valued 
at net asset value. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 

The Fund utilizes various methods to measure the fair value of most of is investments on a recurring basis. GAAP establishes a 
hierarchy that prioritizes inputs to valuation methods. The three levels of input are: 

Level I - Unadjusted quoted prices in active markets for identical assets and liabilities that the Fund has the ability to access. 

Level 2 - Observable inputs other than quoted prices included in Level I that are observable for the asset or liability, either directly or 
indirectly. These inputs may include quoted prices for the identical instalment in an inactive market prices for similar instalments, 
interest rates, prepayment speeds, credit risk, yield curves, default rates and similar data. 

Level 3 - Unobservable inputs for the asset or liability, to the extent relevant observable inputs are not available, representing the 
Fund’s own assumptions about the assumptions a market participant would use in valuing the asset or liability, and would be based on 
the best Information available. 

The availability of observable inputs can vary from security to security and is affected by a wide variety of factors. Including, for 
example, the type of security, whether the security is new and not yet established in the marketplace, the liquidity of markets, and 
other characteristics particular to the security. To the extent that valuation is based on models or inputs that are less observable or 
unobservable in the market, the determination of fair value requires more judgment. Accordingly, the degree of judgment exercised in 
determining fair value is greatest for instruments categorized in Level 3. 

The inputs used to measure fair value may fall into different levels of the fair value hierarchy. In such cases, for disclosure purposes, 
the level in the fair value hierarchy within which the fair value measurement falls in is entirety, is determined based on the lowest level 
input that is significant to the fair value measurement in its entirety. 

The inputs or methodology used for valuing securities are not necessarily an Indication of the risk associated with investing m those 
securities. The following tables summarize the inputs used as of September 30. 2010 for the Fund’s assets and liabilities measured at 
fair value: 

MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 


Arau level I Level 2 Level 3 Toal 


Exchange Traded Fwnds 

S 68.646.54? 

t ■ 

S-l 

S 68.646349 

Systematic Trading Companies 


23.404.327 

-| S 23.404.327 

Tool 

J 68.64634? 

S 23.40027 

s-l 

S 92.OSO.876 


7>»e Fund did not ho*d my level 3 tecundo during tf*e pervaj. 

MutualHedge Fund Limited SPC (MFL-SPC) -The consolidated financial statements of the Fund include MFL-SPC. a wholly- 
owned and controlled subsidiary. All inter- company accounts and transactions have been eliminated in consolidation. 

The Fund may invest up to 25% of its total assets In a segregated portfolio company ("SPC"). which acts as an investment vehicle In 
order to effect certain investments consistent with the Fund's investment objectives and policies. 

MFL-SPC invests in the global derivatives markets through the use of one or more proprieary global macro trading programs ("global 
macro programs”), which are often labeled ‘managed futures* programs. Global macro programs attempt to earn profits in a variety 
of markets by employing long and short trading algorithms applied to futures, options, forward contracts, and other derivative 
instruments. It is anticipated chat the global macro programs used by MFL-SPC wiB be tied to a variety of global markets for 
currencies, interest rates, stock market indices, energy resources, metals and agricultural products. MFL-SPC s investment in a globai 
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macro program may be through investment in one or more unaffi listed private investment vehides or unaffiliated commodity pools 
("unaffiliated trading companies") advised by one or more commodity trading advisors or “CTAs" registered with the US. 
Commodity Futures T raiding Commission. The Fund or MFL-SPC do not consolidate the assets, liabilities, capital or operations of the 
trading companies into their financial statements. Rather, the unaffiliated trading companies are separately presented as an investment 
In the Fund's consolidated portfolio of Investments. Income, gains and unrealized appreciation or depreciation on the investments in 
the trading companies are recorded in the Fund's consolidated statement of assets and liabilities and the Fund's consolidated statement 
of operations. 

In accordance with its investment objectives and through its exposure to die aforementioned global macro programs, the Fund may 
have increased or decreased exposure to one or more of the following risk factors defined below 

Commodey Risk. Commodity risk relates to the change in value of commodities or commodity indexes as they relate to increases or 
decreases in the commodities market Commodities are physical assets that have tangible properties. Examples of these types of 
assets are crude oil. heating oil metals, livestock, and agricultural products. 

Credit Risk. Credit risk relates to the abHity of the issuer to meet interest and principal payments, or both, as they come due. In 
general, lower-grade higher-yield bonds are subject to credit risk to a greater extent chan lower-yield, higher-quality bonds. 

Equity Rak. Equity risk relates to the change in value of equity securities as they relate to increases or decreases in the general market. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 

Foreign Exchange Rate Risk. Foreign exchange rate risk relates to the change in the US. dollar value of a security held that Is 
denominated in a foreign currency. The US. dollar value of a foreign currency denominated security will decrease as the dollar 
appreciates against the currency, while the US. dollar value will increase as the dollar depreciates against the currency. 

Interest Rote Risk. Interest rate risk refers to the fluctuations in value of fixed-income securities resulting from the inverse relationship 
between price and yield. For example, an increase in general interest rates will tend to reduce the market value of already issued 
fixed-income investments, and a dedine in general interest rates wdl tend to increase their value. In addition, debt securities with 
longer 

maturities, which tend to have higher yields, are subject to potentially greater fluctuations in value from changes in interest rates than 
obligations with shorter maturities. 

VototEry Risk. Volatility risk refers to the magnitude of the movement, but not the direction of the movement, in a financial 
instrument's price over a defined time period. Large increases or decreases in a financial instrument's price over a relative time period 
typically indicate greater volatility risk, while small increases or decreases in its price typically indicate lower volatility risk.- 

Please refer to the Fund* s prospectus for a fuH listing of risks associated with these investments. 

A summary of the Fund's investments in the MFL-SPC is as follows: 



MutualHedge hind United SPC {MFL-SPC) * 



September 30. 2010 




Fair Value of Systematic Trading Companies 

$ 

23,404.327 


Other Assets 

S 

49,955 


Total Net Assets 

$ 

23,454.282 

< 

• ‘-'f V > '■*.< • 




Percentage of the Fund s Total Net Assets 


19.22% 

• MFl-SPC commenced operations on January 12, 2010 


For tax purposes. MFL-SPC is an exempted Cayman investment company. MFL-SPC has received an undertaking from the 
Government of the Cayman Islands exempting it from all local income, profits and capital gains taxes. No such taxes are levied in the 
Cayman Islands at the present time. For U.S. income tax purposes. MFL-SPC is a Controlled Foreign Corporation and as such is not 
subject to U.S. income tax. However, as a wholly- owned Controlled Foreign Corporation. MFL-SPC 's net income and capital gain, to 
the extent of its earnings and profits, will be Included each year in the Fund’s investment company taxable income. 

Security Transactions and Related Income - Security transactions are accounted for on trade date basis. Interest Income is 
recognized on an accrual basis. Discounts are accreted and premiums are amortized on securities purchased over the lives of the 
respective securities. Dividend income is recorded on the ex-dividend date. Realized gains or losses from sales of securities are 
determined by comparing the identified cost of the security tot sold with the net sales proceeds. 
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MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 20 1 0 

Dividends and Distributions to Shareholders - Dividends from net investment income, if any, are declared and paid at least 
annually. Distributable net realized capital gains, if any. are declared and distributed annually. Dividends from net investment income 
and distributions from net realized gains are determined in accordance with federal income tax regulations, which may differ from 
GAAP. These “book/tax" differences are considered either temporary (Le.. deferred losses, capital loss carry forwards) or permanent 
in nature. To the extent these differences are permanent in nature, such amounts are redissified within the composition of net assets 
based on their federal tax-basis treatment; temporary differences do not require reclassification Dividends and distributions to 
shareholders are recorded on ex-divldend date. 

Cash and Cash Equivalents - Cash and cash equivalents include cash and overnight Investments in interest-bearing demand 
deposits with a financial institution with maturities of three months or less. The Fund maintains deposits with a high quality financial 
institution in an amount that is in excess of federally insured limits. 

Federal Income Taxes - The Fund intends to continue to comply with the requirements of the Internal Revenue Code applicable 
to regulated investment companies and to distribute all of its taxable income to its shareholders. Therefore, no provision for Federal 
income tax is required. The Fund recognizes the tax benefits of uncertain tax positions only where the position is "more likely than 
not" to be sustained assuming examination by tax authorities. The Fund identifies its major tax jurisdictions as U.S. Federal. Nebraska 
and foreign jurisdictions where the Fund makes significant investments: however the Fund cs not aware of any tax positions for which 
it is reasonably possible that the total amounts of unrecognized tax benefits will change materially in the next twelve months. 

Indemnification - The Trust indemnifies its officers and trustees for certain liabilities that may arise from the performance of their 
duties to the Trust. Additionally. In the normal course of business, the Fund enters into contracts that contain a variety of 
representations and warranties and which provide general indemnities. The Fund's maximum exposure under these arrangements is 
unknown, as this would involve future dal ms that may be made against the Fund that have not yet occurred. However, based on 
experience, the risk of loss due to these warranties and indemnities appears to be remote. 

3. INVESTMENT TRANSACTIONS 

For the period ended September 30. 2010, cost of purchases and proceeds from sales of portfolio securities, other than short-term 
inve s tme n t s and US. Government securities, amounted to S88. 146.203 and SO. respectively. 

4. INVESTMENT ADVISORY AGREEMENT AND TRANSACTIONS WITH AFFILIATES 

The business activities of the Fund are overseen by die Board, which is responsible for the overall management of the Fund Equinox 
Fund Management. LLC serves as the Fund's Investment Advisor (the "Advisor”). The Fund has employed Gemini Fund Services. LLC 
(“GFS”) to provide administration, fund accounting and transfer agent services. A Trustee and certain officers of the Fund arc also 
officers of GFS. and are not paid any fees direedy by the Fund for serving in such capacities. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 20 1 0 

Pursuant to an Advisory Agreement with the Fund the Advisor, under the oversight of the Board directs the daily operations of the 
Fund and supervises the performance of administrative and professional services provided by others. As compensation for its services 
and the related expenses borne by the Advisor, the Fund pays the Advisor a management fee. computed and accrued daily and paid 
monthly, at an annual raw of 1 .70% of the Fund's average dally net assets. 

Pursuant to a written contract (the "Waiver Agreement"), the Advisor has agreed, at least until January 31. 2012. to waive a portion 
of Its advisory fee and has agreed to reimburse the Fund for other expenses to the extent necessary so that the total expenses 
incurred by the Fund (excluding front-end or contingent deferred loads, brokerage fees and commissions, acquired fund fees and 
expenses, borrowing costs such as interest and dividend expenses on securities sold short, or extraordinary expenses, such as 
litigation, not Incurred in the ordinary course of the Fund" s business) do not exceed 2.20% and 2.95% per annum of the Fund’s average 
daily net assets for Class A and Class C shares, respectively. For the period ended September 30, 2010. the Advisor waived fees in 
the amount of $206,650. 

If the Advisor waives any fee or reimburses any expense pursuant to the Waiver Agreement, and the Fund's Operating Expenses are 
subsequently less than 2J20% and 2.95% of average daily net assets attributable to Class A and Class C shares, respectively, the 
Advisor shall be entitled to reimbursement by the Fund for such waived fees or reimbursed expenses provided that such 
reimbursement does not cause the Fund's expenses to exceed 2^0% and 2.95% of average daily net assets for each share class. If 
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Fund Operating Expense* attributable to Class A and Class C shares subsequently exceed 120% and 195%. respectively per annum of 
the average daily net assets, the reimbursements shall be suspended. 

The Advisor may seek reimbursement only for expenses waived or paid by it during the three fiscal years prior to such 
reimbursement; provided, however, that such expenses may only be reimbursed to the extent they were waived or paid after the 
date of the Waiver Agreement (or any similar agreement). The Board may terminate this expense reimbursement arrangement at any 
time. 

As of September 50. 2010. the Advisor has $206,650 of waived expenses that may be recovered no Uter than September 30. 2013. 

The Board has adopted a Distribution Plan and Agreement (the “Plan**) pursuant to Rule 1 2b- 1 under the 1940 Act. The Plan 
provides that a monthly service and/or distribution fee is calculated by the Fund at an annual rate of 0.25% of the average dally net 
assets attributable to the Class A shares and 1.00% of the average daily net asses attributable to Class C shares and a paid to 
Northern Lights Distributors, LLC (the “Distributor"), to provide compensation for ongoing distribution-related activities or services 
and/or maintenance of the Fund's shareholder accounts, not otherwise required to be provided by the Advisor. The Plan is a 
compensation plan, which means that compensation is provided regardless of 12b- 1 expenses incurred. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 

The Distributor acts as the Fund’s principal underwriter in a continuous public offering of the Fund’s Class A and Class C shares. The 
Distributor is an affiliate of GFS. For the period ended September 30. 2010. the Distributor received $433,975 in underwriting 
commissions for sales of Class A shares, of which $6 1 .789 was retained by the principal underwriter or other affiliated broker- 
dealers. 

The Fund pays Its pro rata share of a total fee of $ 11500 per quarter for the Northern Lights Fund Trust to each Trustee who is not 

affiliated with the Trust or Advisor. The Fund pays the chairperson of the audit committee to pro rata share of an additional $1500 

per quarter. The "interested persons" who serve as Trustees of the Trust receive no compensation for their services as Trustees. 
None of the executive officers receive compensation from the Trust. 

Pursuant to separate servicing agreements. GFS is compensated for providing odmmstrotion. fund accounting and transfer agency services 
to the Fund as follows: 

Admivwntinn The Fund pays GFS an asset-based fee in decreasing amounts as Fund assets reach certain breakpoints. The Fund is 
subject to a minimum annual fee. The Fund also pays GFS for any out-of-pocket expenses. Fees are billed monthly as follows: 

The greater of: 

A minimum annual fee of $40,000 per annum or 

- 10 basis points or 0. 1 0% per annum on the first $ 1 00 million in net assets 

- 6 basis points or 0.06% per annum on the next $150 million In net assets 

- 5 basis points or 0.05% per annum on net assets greater than $250 million 

fund Acaunaqg. Total charges for Fund Accounting services include asset-based fees and out-of-pocket expenses. Fees are calculated 
based upon the average net assets of the Fund for the previous month. The Fund pays GFS a base annual fee of $24,000 plus $6,000 
for each additional share dass above one plus a basis point fee in decreasing amounts as Fund assets reach certain breakpoints, as 
follows: 

- 2 basis points or 0.02% on net assets of $25 million to $ 1 00 million 

- I basis point or 0.01% on net assets greater than $100 million 

Transfer Agency. For the services rendered by GFS in Its capacity as transfer agent the Fund pays GFS transfer agent fees, out-of- 
pocket expenses, activity charges, and special report charges. The fees are billed monthly as follows: 

- The greater of the annual minimum or per account charges. The annual minimum is $ 1 5.000 per dass and the per account charge 
is $ 1 4.00 for open accounts and $2.00 for dosed accounts. 

In addition, certain affiliates of GFS provide ancillary services to the Fund(s) as follows: 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 
September 30, 20 1 0 
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NaahemLieh B Orn&fofKr Scrv?;^ LLC ("NLCS") 

NLCS. an affiliate of GFS. provides a Chief Compliance Officer (“CCO”) to the Trust as well as related compliance services, pursuant 
to a consulting agreement between NLCS and the Trust Under the te-ms of such agreement NLCS receives from the Fund an annual 
fee payable quarterly, and is reimbursed for out-of-pocket expenses. For the period ended September JO. 2010. the Fund incurred 
expenses of 59.853 for compliance services pursuant to the Trust's Agreement with NLCS. Such fees are included in the line Item 
marked “Compliance Officer Fees” on the Statement of Operations in this shareholder report 


GemCom. an affiliate of GFS. provides EDGAR conversion and filing services as well as print management sendees for the Fund on an 
ad-hoc basis. For EDGAR services, GemCom charges a per- page conversion fee and a flat filing fee. For the period ended 
September 30. 2010, GemCom collected amounts totaling 52.914 for EDGAR and printing services performed. Such fees are 
Included in the fine item marked “Printing and Postage Expenses” on the Statement of Operations in this shareholder report 


S. TAX COMPONENTS OF CAPITAL 


As of September 30. 2010. the components of accumulated eamin*s/(d*f>cit) on a ax basis were as follows: 
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Permanent book and tax differences primarily attributable to net operating losses, tax treatment of short-term capital gains and 
adjustments resulting from the Fund" s investment in a controlled foreign corporation, resulted in reclassification for the Fund for the 
period ended September 30. 2010 was follows: a decrease in paid In capital of 5279.87 1; a decrease In accumulated net investment loss 
of 528 1.3 13: and a decrease in accumulated net realized gain from security transactions of 5 1.442. 

6. NEW ACCOUNTING PRONOUNCEMENT 

In January 2010. the Financial Accounting Standards Board (”FAS8~) issued Accounting Standards Update ("ASU") No. 2010-06 
“Improving Disclosures about Fair Value Measurements.” ASU No. 2010-06 amends FASB Accounting Standards Codification Topic 
820. Fair Value Measurements and Disclosures, to require additional disclosures regarding fair value measurements. Certain 
disclosures required by ASU No. 2010-06 are effective for interim and annual periods beginning after December IS. 2009, and other 
required disclosures are effective for fiscal years beginning afar December IS. 2010. and for interim periods within those fiscal years. 
Management is currently evaluating the impact ASU No. 2010-06 will have on the Fund's financial statement disclosures. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 


7. SUBSEQUENT EVENTS 

The Fund is required to recognize In the financial statements the effects of all subsequent events that provide additional evidence 
about conditions that existed at the date of the Statement of Assets and Liabilities. For non- recognized subsequent events that must 
be disclosed to keep the financial statements from being misleading the Fund is required to disclose the nature of the event as well as 
an estimate of its financial effect, or a statement that such an estimate cannot be made. In addition, the Fund is required to disclose 
the date through which subsequent events have been evaluated Management has evaluated subsequent events through the issuance 
of these financial statements and has noted no such events. 


Report of Independent Registered Public Accounting Firm 


To the Board of Trustees of Northern Lights Fund Trust 
and the Shareholders of MutualHedge Frontier Legends Fund 

We have audited die accompanying consolidated statement of assets and labilities of MutualHedge Frontier Legends Fund (Fund), including the 
-onsolidated portfolio of investments, as of September 30. 2010. and the related consolidated statements of operations, changes in net assets and 
nantiol highlights for the period from December 31. 2009 (commencement of operations) through September 30. 2010. These consolidates 
financial statements and consolidated financial highlights are the responsibility of the Fund’ s management. Our responsibility ts to express an oplnior 
on these consolidated financial statements and consolidated financial highlights based on our audit 
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We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards 
require that wc plan and perform the audit to obtain reasonable assurance about whether the consolidated financial statements and consolidated 
financial highlights are free of material mrc statement. An audit includes examining, on a test basts, evidence supporting the amounts and disclosures in 
consolidated financial statements. Our procedures included confirmation of securities owned as of September 30. 2010. by correspondence with 
custodian. An audit also includes assessing the accounting principles used and significant estimates made by management as well as evaluating the 
overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinion. 

In our opinion, the consolidated financial statements and consolidated financial highlights referred to above present fairly, in all material respects, the 
financial position of the Fund as of September 30. 2010. the results of its operations, changes in its net assets and the financial highlights for the 
period from December 31. 2009 (commencement of operations) through September 30. 2010. H\ conformity with accounting principles generally 
accepted in the United Sates of America. 

/s/ McGfadrey & Pullen. LLP 


Denver. Colorado 
November 30. 2010 


MutualHedge Frontier Legends Fund 


EXPENSE EXAMPLES 

September 30, 2010 (Unaudited) 


A* i shareholder of «he MutualHedge Frontier Legends Fund, you nor two type* of cots (l] ca n tact i on costs inclu ding ales charge* (toads) on purchases af 
Clare A shares (2) ongoing costs, including management Jeer. distribution and for service ( 1 2b- 1 ) tees; and other Fund expenses This example it intended to Mp 
you understand your ongoing cose fin distort) of investing m the MutualHedge Frontier Legends Fund and to compare these area with the ongoing coot of 
■revesting in other mutual hinds 


The example it based on an Investment of $1,000 revested at die beginning of the period and held for the entire period from April !. 20SO through September 
». 2010 . 

Actual Expenses 

The 'Actual Expenses' Inc in the able below provides information about actual account values and actual expenses. You may use the information betow. 
together with the amount you invested, to estimate the expenses that you pud over the period. Simply dmo e your account vatoe by $1,000 (tor example, an 
$8,400 account vatoe divided by $1,000 ■ 8.4). then multiply the resuR by the number m the table under the heading entWed 'Expenses Paid During Period* to 
esamate the expenses you paid on your account dunng this pened. 

Hypothetical Example for Comparison Purposes 


The *Mypothet*car fine re the able below provides information aboot hypothetical account values and hypothetical expenses based on the MutualHedge Frontier 
Legends Fund's actual expense ratio and an assumed rate of return of 5% per year before expenses, which is not the Funds actual, return. The hypothetical 
account values and expense* may not be used to estimate the setual aiding account balances or expenses you paid for the period You may use this informaoon 
to compare this SX hypothetical example wish the 5% hy p othetical example* that appear re the shareholder reports of ocher funds 

Please note that the expenses shown in the able a»e meant to highlight you r ongomj costs only and do not reflect any transactional costs, such as ales charges 
(toads), or redemption lees. Therefore, the able is useful in etimparmg ongoing costs only, and wifi not help you determine the relative total costs of owning 
ddfcrent funds In addeion. if these transactional costs were fotiuded. your cores would have been higher. 



fierrenreg 

Ending 

Expanses Paid 

Expense Ratio 


Account Value 

Account Vafoa 

During Period 

During Penod** 

Actual 

VI/10 

9OJYI0 

Vl/10 - 9/30/10 

Vl/10- 9/30/10 

Class A 

$1,000.00 

$1.01*20 

$11.14* 

2.20* 

Class C 

1. 00000 

1.0IS20 

14.90* 

2.95 


Befnnreg 

Ending 

expenses Pad 

expense Ratio 

Hypothetical 

Account Value 

Account Value 

Dwing Period 

During Period"* 

(5% return before expenses) 

VI/10 

9130/10 

Vl/10 -9/30/10 

Vl/10- 9/30/ 10 

Class A 

$1,000.00 

$1,014.04 

$ ll.ll* 

2.20X 

Clare C 

1.000.00 

1.010.28 

14 87* 

2.95 


•Exotmes »r» m the nerage kou* vibe owr the parted ime^cad Or tie Hrrfi urwlrX mast nos. imtostoo by tie nrie cl d^s * me period fltl) dmdeC by the luieer 

o' (Says re she beal year JWSL 

"Anmataet 
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OPPENHEIMER 


Commodity Strategy Total Return Fund 

Summary Prospectus Mad.30.20n 


I NYSE Ticker Symbob 

Class A 

QRAAX 

Class B 

QRABX 

| Gass C 

QRACX 

OassN 

QRANX 

Class Y 

QRAYX 


'Before yo u inve st, you m?ywafif tBj-fview the Fund's p ch^co ricairis more in formation 'about theFund and its risks. 
LYoy an*find the FqKtfs prospemis, Statement pf Additional jn^orrnaSonr.A^IuirReport irvd othef information about the Fund 
I online at hrtp^/www.oppenhdmerfunds.com/fund/investors/pvemew/CqmmoditySn^tegyToQjRecitrnFund. You can also get 
I IhiTinformation at no cost by calling 12iOO.225.S677 or by sending an email request to: info@ppRenheimerfunds.com. 

The Fund’s prospectus and Statement of Additional Information ("SA1 *). bo* dated March 30, 2011. and pages 7 through 78 of its 
most recent Annua? Report, dated December 31, 2010, are incorporated by reference into chis Summary Prospectus. You can access 
the Fund's prospectus an d £A1 at httpsV/v.ww,op^>enheim erfurvds.eom/fund/i nvestors/overvvew/ 

CommodityStrategyTotalRetumFund The Fund's prospectus is also available from financial intermediaries who are authorized to sdl 
Fund shares. 


investment Objective. The Fund seeks total return. 

Fees and Expenses of the Fund. This table describes the fees and expenses that you may pay if you buy and hold or redeem shares of 
the Fund You may qualify for sales charge discounts if you (or you and your spouse) invest, or agree to invest in the future at least S2S.000 
in certain funds in the Oppenheimer family of funds. More information about these ar>d other discounts is available from your financial 
professional and in the section "About Your Account* beginning on page 14 of the prospectus and in the sections *How to Buy Shares* 
beginning on page 64 and 'Appendix A* in the Fund's Statement of Additional Information 


Shareholder Fees (fees paid directly from your investment) 




Class A ClassB 

Gass C. 

CUisN 

Class Y 

Sales Charge (Load) irripqsed on purchases (as % of Wiring pijee) . ■: . -C 

. S.7$* Now 

None' 

INobe. 

’ None 

1 Maximum DefeTTcdSales Charge (Load) (as % of the lower of origral offoing price or.../ • 

■Mff6poobpr6cKds): - - : 

• None . 5* . . 

3%. . 

.1% 

.None. 

'‘Annua! Fund Operating Expenses (expenses that you pay ead] year as a prfeentiige of *e value of your investment)’ 

Gass A Gass B CtassC 

GassN 

Gass Y_ 

Management Fees of the Fund and Subsidiary’ 


1.04% ilM% 

.104%' 

124% 

104% 

Disnibijuon and/or Service (12b- 1 j Fees ' 

. - t ‘ A 1 7. ‘ 

. 0,25% TOO* 

.1.00% 

030% 

None 

.Other. Expenses 






•iiv-Odvrr Expenses of the Fund . 

■ t . »-.y f- 

030% .1.13% 

063% 

0.74% 

026% . 

TlGther Expenses of the Subsidiary;, y ■ 

*■ ■ "■** • *. 

0.00% 0.00% 

020% 

0.00% 

aoo% 

' Tpcal Oxher'Expenses v?. ’ . 1 2 * * 5 

1 : " - ■ ■ .VT-- - .• i-TT-.T-- ' 

. 05011 .1.13 * - 

0*3*-. 

‘ C.74% ‘ 

0.26% • 

' ;Acqutied fftind Fees and Expenses " 

’ — — — . 

0.05* 005* 

ms*' 

025% 

.0.05% . 

Too! Annual Fund Operating Expenses 

■ ‘ - • • ’ *• *• 

1B4%' 322% 

172% 

233% 

' 135% 

Fce Waiver arid Expense Reimbursement' 


(038%). ,'-(035%) 

(0.59*) 

(061%) 

(to*) 

1 

| 

I 

i 

1* 

1 

ee Warier -and bcpwise^eimbursemen: * \ 

1.46%; 127% 

'' ,123% 

1.72%' 

1.08% ' 


1. "Management Fees of the fund and Subsidiary" reflects the gross management fees paid to the Manager by the Fund and the Subsidiary during 
the Fund’s most recent fiscal year. 

2. The Manager has contractually agreed to waive the management fee it receives from the Fund in an amount equal to die management fee paid 
to the Manager by the Subsidiary. This waiver will continue in effect fee so long as the Fund invests in the Subsidiary, and may not be terminated 

by ehe Manager unless termination is approved by the Fund s Board of Trustees. The Fund’s investment adviser has voluntarily agreed to waive 

fees and/or reimburse Fund expenses in an amount equal to the indirect management fees incurred through the Fund’s investment in 
Oppenheimer Institutional Money Market Fund The Fund's transfer agent has voluntarily agreed to Emit its fees for aH classes to 035% of average 
annual net asses per class These expense limitations may be amended or withdrawn no earlier than one year from the date of this prospectus. 

Example. The following example is intended to neJp you compare the cost of investing in the Fund with the cost of investing in other 
mutual funds. The Example assumes chat you invest $10,000 in a class of shares of the Fund for the time periods indicated The Example 
also assumes that your investment has a 5% return each yea: arvd chat the Fund's operating expenses remain the same. Although your 
actual costs may be higher or lower, based or. these assumptions your expenses would be as follows: 
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If shares art not redeemed 


10 Yean 
$ 2.598 

$ 2377 

$ 3flSS 

$ Z649 

$ un 


Portfolio Turnover. The Fund pays transaction costs, such as commissions, when it buys and sells securities (or 'turns over* its 
portfolio). A higher portfolio turnover rate may indicate higher transaction costs and may result in higher taxes when Fund shares are held 
in a taxable account. These costs, which are not reflected in the annual fund operating expenses or ir. the example, affect the Fund's 
performance During the most recent fiscal year, the Fund's portfolio turnover rate was 38% of the average value of its portfolio. 

Principal Investment Strategies. The Fund mainly invests in a combination of commodicy-finked derivatives, corporate and 
governmental fixed-income securities and certain other types of derivative investments. 

■ Commodity-Linked Derivatives. A derivative is an investment whose value depends on (or is derived from) the value of an underlying 
security, asset interest rate; index or currency. A commodicy-finked derivative is a derivative instrument whose value is linked to the price 
movement of a commodity, commodity index, or commodity option or futures contract Commodity-linked derivatives may include 
commodity-linked notes, swaps, futures and options. The value of some commodity-linked derivatives may be based on a multiple of 
those price movements. 

Physical commodities are assets that have tangible properties. The Fund's commodity-finked investments provide exposure to the 
investment returns of commodities markets without investing directly in physical commodities. The commodity-linked instruments that 
the Fund invests in may be linked to the price movements of a physical commodity such as heating oil, livestock, or agricultural products 
a commodity option or futures contract; a commodity index such as the S&P GSG* (*S&P CSC!,’ formerly the 'Goldman Sachs 
Commodity Index*); or some ocher readily measurable variable that reflects changes in the value of particular commodities or 
commodities markets The Fund does not intend to invest more chan 10% of its total assets, determined at the rime of investment in 
commodity-linked notes that mature in more than 19 months. 

■ Fixed-Income Securities. The fixed-income securities the Fund may invest in may be of any maturity and indude Ui Government 
securities, repurchase agreements, money market securities and affiliated money market funds. The Fund may buy debt securities for 
liquidity purposes, for collateral management or to seek income. 

■ Other Derivative Investments. The Fund may also invest in other derivative instruments such as forwards, options, futures and swaps 
relating to debt securities, interest rates or currencies. It may do so to seek to increase its investment returns or to hedge against dedines 
in the value of the Fund's other investments. 

The Fund can purchase investment-grade and below investment-grade securities (also referred to as *junk bonds'). The Fund can invest up 
to 10% of its assecs in lower-grade securities. The Fund may invest in US. or foreign secunries, including derivative instruments that trade 
i Ui or foreign exchanges or in the 'over-the-counter* (*OT C*} market. 

The Fund can also invest up to 25% of its total assets in its wholly-owned and controlled subsidiary (the “Subsidiary*). The Subsidiary 
primarily invests m commodity-linked derivatives (including commodity futures, options and swap contracts) and fixed income securities 
and other investments that serve as collateral for its derivatives positions Investments in the Subsidiary are incended to provide the Fund 
with exposure to commodities market returns within the limitations of the federal tax requirements that apply to the Fund The Subsidiary 
will be subject to the same investment restrictions and limitations, and follow the same compliance policies and procedures as the Fund 
In selecting investments for the Fund's portfolio, the portfolio managers generally allocate the Fund’s commodity-linked investments 
among a variety of different commodity sectors, based on die weightings of the components of the Fund's benchmark index, the S&P 
GSCl The Fund is not an 'index' fund however, and its investment allocations and performance will usually differ from the weightings and 
performance of the S&P GSCL The portfolio managers currently focus on the following inter-related components, which may vary in 
particular cases and may change over time 

■ Commodities Selection. The portfolio managers use a model-driven approach and their own analysis and judgment to cry to identify 
differences in quality between two commodities or contracts with the intent of exploiting temporary market inefficiencies. The Fund's 
proprietary models also incorporate fundamental and technical factors incended to identify extreme market pricing imbalances for 
individual commodities or sectors and catalysts chat may potentially eliminate the particular imbalances. 

■ Form of Investment. The portfolio managers also consider which instrument or form of investment is best suited to provide the desired 
commodities exposure If the portfolio managers determine that a commodity-linked note is appropriate the Fund would generally 
invest direedy in the commodity-linked note. If the portfolio managers decide that a commodity futures contract swap, or option on a 
futures contract is appropriate, the Fund might enter into the futures or swap contract or purchase the option directly or it might invest 
in that instrument indirectly through its Subsidiary. 

■ Collateral Management. The portfolio managers use a team approach to construct a portfolio of fixed-income securities that indudes 
U.S Government securities, repurchase agreements, money market securities and affiliated money market funds to provide collateral 
liquidity and income 

■ Performance and Portfolio Risk Monitoring. The portfolio managers monitor the performance and risks of the Fund’s investments on 
an ongoing basis. 

The Fund's investment in the Subsidiary will vary based on the portfolio managers' use of different types of commodity-linked derivatives. If 
the Fund increases its use of commodity linked notes, that would typically result in a lower level of investment in the Subsidiary. If the Fund 
increases ics use of commodity futures, swaps, or options on futures, that would typically result in a higher level of investment in the 
Subsidiary. 

Industry Concentration. The Fund will maintain exposure of 2S% or more of its total assets in securities and derivatives linked to the 
energy and natural resources, agriculture livestock, industrial metals, and precious metals sectors as a group. However, the Fund will not 
ncentrate more chan 25% of its total assets in issuers in any one indusoy. At times the Fund may emphasae investments in some 
.dustnes more than others. The individual components of an index will be considered as separate industries for this purpose. 
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Principal Risks. The price of the Funds shares can go up and down subscan dally. The value of the Fund's investments may change 
because of broad changes in the markets in which the Fund invests or from poor security selection, which could cause the Fund to 
underperform other funds with similar investment objectives. There is no assurance that the Fund will achieve its investment objective. 
When you redeem your shares, they may be worth more or less than what you paid for them. These risks mean that you am lose money by 
investing in the fund 

Risks of Commodity-Linked Investments. Investments finked to the prices of commodities are considered speculative. The values of 
commodities and commodity-linked investments are affected by events that might have less impact on the values of stocks and bonds. 
Prices of commodities and related contracts may fluctuate significantly over short periods due to a variety of factors, including changes in 
supply and demand relationships, weather, agriculture, fiscal and exchange control programs, disease, pestilence, and international 
economic political military and regulatory developments. These risks may make commodity-linked investments more volatile than other 
types of investments The commodity-linked instruments in which the Fund invests have substantial risks including risk of loss of a 
significant portion of their principal value. 

The commodity markets are subject to temporary distortions and other disruptions due to. among other factors, lack of liquidity, the 
participation of speculators, and government regulation and ocher actions. US. futures exchanges and some foreign exchanges limit the 
amount of fluctuation in futures contract prices which may occur in a single business day (generally referred to as 'daily pnce fluctuation 
limits'). The maximum or minimum price of a contract as a result of these limits is referred to as a 'Fimit price' If the limit price has been 
reached in a particular contract, no trades may be made beyond the limit price Limit prices have the effect of precluding trading in a 
particular contract or forcing the liquidation of contracts at disadvantageous times or prices. These circumstances could adversely affect 
the value of the commodity-linked investments. 

Risks of Derivative Investments. Derivatives may be volatile and may involve significant risks. The underlying security or other instrument 
on which a derivative is based or the derivative itself, may not perform as expected Some derivatives have the potential for unlimited toss, 
regardless of the size of the Fund’s initial investment. The Fund may also lose money on a derivative investment if the issuer fails to pay the 
amount due. Certain derivative investments held by the Fund may be illiquid making it difficult to close ouc an unfavorable position. 
Derivative transactions may require che payment of premiums and can increase portfolio turnover. As a result of these risks, the Fund could 
realize little or no income or lose money from its investment or a hedge might be unsuccessful 

■ Special Risks of Options. If the Fund sells a put option, there is a risk that the Fund may be required to buy the underlying investment 
at a disadvantageous price. If the Fund sells a call option, there is a risk that the Fund may be required to sell the underlying investment at 
a disadvantageous price. If the Fund sells a call option on an investment that the Fund owns (a 'covered call - ) and the investment has 
increased in value when the call option is exercised the Fund will be required to sell the investment at the call price and will not be able 
to realize any of the investment's value above the call price Options may involve economic leverage which could result in greater price 
volatility than other investments 

■ Special Risks of Futures Contracts. The volatility of futures contracts prices has been historically greater than the volatility of stocks and 
bonds. The liquidity of the futures market depends on participants entering into offsetting transactions rather than making or taking 
delivery. To the extent participants decide to make or take delivery, liquidity in the futures market could be reduced in addition, futures 
exchanges often impose a maximum permissible price movement on each futures contract for each trading session. The Fund may be 
disadvantaged if it is prohibited from executing a trade outside the daily permissible price movement 

■ Special Risks of Swap T transactions. There is no centra! exchange or market for sw ap transactions and therefore they are less liquid than 
exchange-traded instruments. If the Fund were to sell a swap it owned to a third party, the Fund would still remain primarily liable for the 
obligations under the swap contract 

■ Total Return Swaps. In a tool return swap transaction, one party agrees to pay the other party an amount equal to the total return on 
a defined underlying assec or a non-asset reference during a specified period of time. The underlying asset might be a security, commodity 
contract or basket of securities or commodity contracts or a non-asset reference might be a securities or commodities index. In recum, 
the other party would make periodic payments based on a fixed or variable interest rate or on the total return from a different 
underlying asset or non-asset reference. 

Total return swaps could resulc in losses if the underling assec or reference does not perform as anticipated. Total return swaps can 
have che potential for unlimited tosses. They are also subject to counterparty risk. If the counterparty fails to meet its obligations, the 
Fund may lose money. 

Special Risks Of Commodity-Linked Notes. The Fund may invest in commodity-linked notes to gain exposure to commodities 
markets. Commodity-finked notes may be subject to special risks that do not affect traditional equity and debc securities: 

■ Risk of loss of interest. If che interest rate on a commodity-linked note is based on the value of a particular commodity, commodity 
index or other economic variable: the Fund might receive tower interest payments (or not receive any interest) if the value of the 
underlying investment falls 

■ Risk of loss of principal. To che extent that the amount of the principal to be repaid upon maturity is linked to the value of a particular 
commodity, commodity index or other economic variable the value of the commodity, commodity index or other economic variable 
may noc increase sufficiently so drat the Fund might not receive a portion (or any) of the principal when the investment matures or 
upon earlier exchange 

■ Credit Risk. Commodity-linked notes are subject to credit risks on the underlying investment and to counterparty credit risk. If che 
counterparty fails to meet its obligations, the Fund may lose money. 

■ Valuation risk. The value of commodrcy-ftnked notes may be influenced by several factors including value of che commodity, 
commodity index cx ocher economic variable, volatility, interest and yield rates in the market, the time remaining to maturity and the 
credit worthiness of the issuer of the commodity-linked note 

■ Liquidity risk. A liquid secondary market may noc exist fix certain commodity-linked noees the Fund buys, which may make it difficult 
for the Fund to sell them at an acceptable price or to accurately value them. 

■ Volatility risk. The value of the commodity-linked derivatives che Fund buys may fluctuate significantly because the values erf che 
underlying investments to which they are linked are extremely volatile. Additionally, the particular terms of a commodity-linked note 
may create economic leverage by requiring payment by the issuer of an amount chat is a multiple of the price increase or decrease of the 
underlying commodity, commodity index, or other economic variable. Economic leverage increases the volatility of the value of 
commodity-linked notes and their value may increase or decrease more quickly than the underlying commodity, commodity index or 
other economic variable. 
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Risks of Investments in Leverage. Certain derivatives and other investments of the Fund may involve leverage. Leverage may be created 
when an investment exposes che Fund to a risk erf loss that exceeds the amount invested Certain derivatives and other investments 
provide the potential for investment gain or loss that may be several times greater than the change in the value of an underlying security, 
asset, interest rate, index or currency, resulting in the potential for a toss that may be substantially greacer than the amount invested 

Some derivatives and other leveraged investments have the potential for unlimited loss, regardless of the si 2 e of the initial investment 
Because leverage can magnify the effects of changes in the value of the Fund and make the Fund's share price more volatile, a shareholder's 
investment in the Fund will tend to be more volatile, resulting in larger ^ins or tosses in response to the fluctuating prices of che Fund's 
investments. 

The Fund has limits on the leverage ratio of each commodity-linked note it buys and on its overall portfolio. The Fund is also subject to 
legal requirements designed to reduce che effects of any leverage created by the use of certain investments. Under these requirements, che 
Fund must earmark or segregate liquid assets or engage in ocher asset coverage measures with regard to the Fund's potential obligations 
wich respect to those investments. The Fund including the Subsidiary, will comply with these requirements. 

Risks Of Investments In The Fund's Wholly-Owned Subsidiary. The Subsidiary is not registered under the Investment Company Act 
and is not subject to ics investor protections (except as otherwise noted in this prospectus). As an investor in the Subsidiary, che Fund does 
noc have all of che protections offered to investors by the Investment Company Act. however che Fund wholly owns and controls the 
Subsidiary, and the Fund and che Subsidiary are both managed by the Manager and the Sub-Adviser. The Fund's ownership and control 
make it unlikely chat che Subsidiary will cake actions contrary to the interests of the Fund or its shareholders. The Fund's Board has 
oversight responsibility for che Fund's investment activities, including its investments in the Subsidiary and in role as the Subsidiary’s sole 
shareholder. The Manager and Sub-Adviser also appiy the same investment restrictions and operational guidelines in managing the 
Subsidiary's portfolio chat are applied to managing che Fund 

Changes in the laws of the Cayman islands, under which the Subsidiary is incorporated could prevent the Subsidia .7 from operating as 
described in this prospectus and could negatively affect the Fund and its shareholders. For example, the Cayman Islands currently does noc 
impose any income corporate or capical gains tax esrate ducy, inheritance tax gift tax or withholding tax on the Subsidiary. If Cayman 
Islands law were changed and the Subsidiary was required to pay Cayman Islands taxes, the investment returns of the Fund would likely 
decrease 

Main Risks of Debt Securities. Debt securities may be subject to credic risk, interest rate risk, prepayment risk and extension risk. Credit 
risk is the risk chat the issuer of a securicy might noc make interest and principal payments on die security as they become due. If an issuer 
fees to pay interest or repay principal the Fund's income or share value might be reduced Adverse news about an issuer or a downgrade in 
an issuer's credic rating for any reason, can also reduce the market value of the issuer's securities. Interest race risk is the risk that when 
prevailing interest rates fell the vahes o? already- issued debt securities generally rise and when prevailing interest rates rise, the values of 
already-issued debt securities generally fell and they may be worth less than che amount the Fund paid for them. When interest rates 
change the values of longer-term debt securities usually change more chan the values of shorter-term debc securities. When interest rates 
fell, debt securities may be repaid more quickly than expected and che Fund may be required to reinvest the proceeds at a tower interest 
rate This is referred to as 'prepayment risk.' When interest rates rise debc securities may be repaid more slowly chan expected and the 
value of the Fund's holdings may fell sharply. This is referred to as 'extension risk.' Interest rate changes normally have different effects on 
variable or floating rate securities chan they do on securities with fixed interest rates. 

Because the Fund can invest up to 10% of its assets in lower-grade securities, the Fund's crecfct risks are grcacer chan those of funds chat 
buy only investment-grade securities. 

Fixed-Income Market Ricks. Economic and other market developments can adversely affect fixed-income securities markets in the 
Uniced States. Europe and elsewhere. At times, participants in debt securities markets may develop concerns about the ability of certain 
issuers of debc securities to make timely principal and interest payments, or they may develop concerns about the ability of financial 
institutions that make markets in certain debt securities to facilitate an orderly market Those concerns can cause increased volatility in 
those debc securities or debt securities markets. Under some circumstances, as was the case during che latter half of 2008 and early 2009, 
those concerns could cause reduced liquidity in certain debc securities markets A lack of liquidity or other adverse credit markec 
conditions may hamper the Fund's ability to sell the debc securities in which it invests or to find and purchase suitable debt instruments 
Main Risks of Foreign Investing Foreign securities are subject to special risks Foreign issuers are usually not subject to che same 
accounting and disclosure requirements that US companies are subject to, which may make it difficult for the Fund to evaluate a foreign 
company's operations or financial condition. A change in the value of a foreign currency against the US dollar will result in a change in the 
US dollar value of securities denominated in chat foreign currency and in the value of any income or distributions the Fund may receive 
on chose securities The value of foreign investments may be affected by exchange control regulations foreign taxes, higher transaction and 
other costs delays in che settlement of transactions changes in economic or monetary policy in the United States or abroad, expropriation 
or nationalization of a company's assets or ocher political and economic factors These risks may be greater for investments in developing 
or emerging markec councries 

Time-Zone Arbitrage. The Fund may invest in securities of foreign issuers chat are traded in US. or foreign markets If the Fund invests a 
significant amount of ics assets in foreign markets, it may be exposed to 'time-zone arbitrage' attempts by investors seeking to take 
advantage of differences in the values of foreign securities char might result from events that occur after the close of che foreign securities 
markec on which a security is traded and before the Fund's net asset value is calculated. If such time- 2 one arbitrage were successful it 
might dilute the interests of ocher shareholders. The Fund's use of 'fair value pricing' to adjust certain market prices of foreign securities 
may help decer those activities 

Who is the Fund Designed For? The Fund is designed for aggressive investors seeking toa! return over che tong term, mainly from 
commodity-linked derivatives Those investors should be willing to assume the risks of potentially significant short-term share price 
fluctuations and tosses because of the Fund's investments in commodity-linked instalments The Fund is not designed for investors seeking 
current income or preservation of capital. Investors should consider buying shares of the Fund as pare of an overall portfolio strategy that 
includes ocher asset classes, such as fixed-income and equity investments The Fund is noc a complete investment program and may noc be 
appropriate for all investors. You should carefully consider your own investment goals and risk tolerance before investing in the Fund 
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The Fund's Past Performance. The bar chan and cable below provide some indication of che risks of investing in the Fund by showing 
changes in the Fund’s performance from year to year and by showing how che Fund’s average annual returns fori, 5 and 10 years compare 
with chose of a broad measure of market performance The Fund's past investment performance (before and after taxes) is not necessarily 
an indication of how the Fund will perform in the future More recent performance informa cion is available by calling che cotl-free number 
on the back of this prospectus and on the Fund's website 

hctps^/wwwoppenheimerfundscom/fund/investors/overview/CommodicyStTacegyTotaiflecumFtind 



Sales charges and taxes are not included and the returns would be lower if they were During the period shown, the 
highest return for a calendar quarter was 3C.80% (2nd Qg 08) and the lowest return was -5235% (4th Qn OS). 


The following table shows the average annual total returns for each class of che Fund's shares. After-tax returns are cakulaced using the 
highest individual federal marginal income tax races and do not reflect the impact of state or local taxes Your actual after-tax recums 
depending on your individual tax situation, may differ from those shown and after-ax returns shown are not relevant to investors who 
hold then- Fund shares through tax-deferred arrangements such as 401 (k) plans or individual retirement accounts After-tax returns are 
shown for only one class and after-tax returns for ocher classes will vary. 



1. From 02/2&/01 


Investment Adviser. OppenbeimerFunds, Inc is the Fund’s investment adviser (the 'Manager') and Oppenheimer Real Asset 
Management. Inc (che 'Sub-Adviser'), a wholly-owned subsidiary of the Manager, is its sub-adviser. 

Portfolio Managers. Kevin &aum. CFA, CAtA. has been a Vice President of che Fund since October 2000, and a portfolio manager of the 
Fund since May 1999. Robert Baker, CFA has been a Vice President and portfolio manager of che Fund since May 20D7. Carol Wolf has 
been a Vice President and portfolio manager of che Fund since December 2008. 

Purchase and Sale of Fund Shares. In most cases, you can buy Fund shares wich a minimum initial investment of SI. 000 and make 
additional investments with as litde as $50. For certain investment plans and retirement accounts, the minimum initial investment is $500 
and. for some, the minimum additional investment is $25. For certain fee based programs che minimum initial investment is $250. 

Shares may be purchased through a financial intermediary or the Distributor and redeemed through a financial intermediary or the 
Transfer Agent on days the New York Stock Exchange is open for trading Shareholders may purchase or redeem shares by mail, through 
the website ac www.oppenheimerfunds.com or by calling 1. $002255677. Share transactions may be paid by check, by Federal Funds wire or 
directly from or into your bank account 


S 
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Taxes. If your shares are not held in a tax -deferred account. Fund distributions are subject to Federal income ax as ordinary income or as 
capital gains and they may also be subject to sate or local taxes. 

Payments to Broker-Dealers and Other Financial Intermediaries. If you purchase Fund shares through a broker-dealer or other 
financial intermediary (such as a bank), the Fund, the Manager, or their related companies may pay the intermediary for the sale of Fund 
shares and related services. These payments may create a conflict of interest by influencing the broker-dealer or ocher intermediary and 
your salesperson to recommend the Fund over another investment Ask your salesperson or visit your financial intermediary’s website for 
more information. 


For More Information About Oppenheimer Commodity Strategy Total Return Fund 


You can access the Fund’s prospectus and SA1 at h ctpry/vwAv.oppenh eime^unds.com/fund/i nvescors/overview/ 
CommodicyStrategyTotaRecumFund You can also request additional information about the Fund or your account 




The Fund's shares are distributed by. 

OppenheimerFunds* 

Dbb*j-dc Inc 


Pft073S.001.0311 
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P I M C O 


Your Global Investment Authority 



CommodityRealReturn Strategy Fund' 
CommoditiesPLUS™ Strategy Fund 


Accessing the Diversification 
i and Inflation-Hedging 
[ Potential of Commodities 

t 


Fund Overview 


Portfolio managers 

Mlhir Worah, Ph.D. 

Managing Director, 

Head of Real Return 
Portfolio Management Team, 
Portfolio Manager 

Nicholas Johnson 
Senior Vice President. 
Portfolio Manager 


Protecting against inflation by preserving the purchasing power of one's 
i assets is a key element in achieving long-term financial security. However, 

i; long-term inflation rates will always be highly uncertain, and as a result it 

is difficult to preserve the real value of one Is assets by using traditional 
[ stock and bond investments alone. PIMCO, a global commodity 
t manager, has long believed that the selective use of commodities within 
one's investment strategy can prove highly effective as a portfolio 
diversifier and a hedge against inflation, albeit with additional risk. Our 
4 actively managed commodity index mandates include two PIMCO 
^ funds — PIMCO CommodityRealReturn Strategy Fund and the PIMCO 

| CommoditiesPLUS Strategy Fund. Both Funds employ our enhanced- 
• v index approach to commodity investing. This involves combining positions 
in commodity index-linked derivatives that capture the price return of 
1 the commodities futures market with a fixed income collateral portfolio 
j- that is actively managed with the objective of adding incremental 
E return above those markets. 


i Why invest in commodities? 

i 

Commodities are assets that have tangible properties, such as oil. metals and 
agricultural products. Historically, commodity investments have had a positive 
. correlation (tendency to move in tandem) with changes in inflation and a low 

\ correlation to stock and bond returns. That is why commodities can be used to 

'< hedge against inflation as well as to enhance portfolio diversification. Further, 

> 

! 


A company of Allianc (So 
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underlying economic fundamentals suggest that commodities 
will almost certainly trend upward over the tong term. This is 
largely due to growing demand from emerging markets and 
underinvestment in infrastructure. Investors should be aware, 
however, that commodities are volatile investments, should 
only form a small part of a diversified portfolio and may not 
be suitable for aH investors. 

How do these funds gain exposure? 

The funds do not invest in physical commodities. Instead, they 
use an “enhanced index* strategy. This exposes the funds 
to commodities through investments in commodity-index- 
linked derivative instalments. PlMCO CommodityRealReturn 
Strategy Fund is linked to the Dow Jones UBS Commodity 
Total Return Index. PlMCO CommoditiesPLUS Strategy Fund 
is linked to the Credit Suisse Commodity Benchmark. Also, 
the funds may invest in derivatives linked to the value of a 
particular commodity or commodity futures contracts (or in 
subsets). PlMCO CommodityRealReturn Strategy Fund then 
"collateralizes" these derivative instruments by investing the 
remaining portfolio assets in an actively managed portfolio of 
inflation-indexed bonds and other fixed income securities. In 
this way. the fund seeks to capitalize on the inflation-hedging 
properties of both commodities and inflation-indexed bonds. 

Inflation hedging and diversification 
Commodities have historically had a positive correlation with inflation and 
a noncoaelation with stock and bond returns, making them an attractive 
vehicle to enhance portfolio diversification and guard against inflation. Of 
course, diversification does not guarantee a profit or protect against a loss 
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PlMCO CommoditiesPLUS Strategy Fund “collateralizes" these 
derivative instruments by investing the assets in an actively 
managed portfolio of high-quality short-term bonds. PlMCO 
has extensive experience managing both index-finked securities 
and the collateral backing this exposure. 

What are some of the advantages of tills enhanced- 
index approach? 

Our approach to the commodity index markets relies on 
our core strengths as a derivatives manager and creates the 
potential for the portfolios to outperform the benchmarks. 
Rather than purchase individual commodities, we use 
derivatives to obtain exposure to changes in a broad index of 
commodity futures prices without committing a substantial 
amount of capita!, leaving the remaining portfolio assets to 
serve as collateral. We seek to invest the portfolio assets that 
serve as collateral in a portfolio of fixed income securities. If 
these fixed income investments provide a higher return than 
the T-bill rate embedded in the returns of the commodity 
index, then the total return of the overall portfolio should be 
enhanced by the difference between these two rates. 

What are the active commodities strategies the 
funds employ? 

Structural alpha strategies seek to add value by taking 
advantage of identifiable economic factors that create 
patterns of risk upon which the funds can capitalize and other 
factors that might generate returns. These are distinguished 
from traditional active commodities strategies, which are 
based on outright technical and fundamental views that 
directly over- and underweight individual commodities or 
commodity sectors. 

Why did PlMCO choose the Dow Jones UBS Commodity 
Total Return Index and the Credit Suisse Commodity 
Benchmark as our benchmarks? 

Commodity indices calculate the returns to a hypothetical 
portfolio that contains only tong positions in commodity 
futures contracts, passively managed, on a fully collateralized 
basis. Only long positions are considered, so that the portfolio 
will consistently benefit if commodity futures prices rise. Only 
commodity (and not financial) futures are considered, so that 
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Real Return Portfolio Management Team. He joined P1MC0 in 2001 as a member of 
the analytics team and worked on term structure modeling and options pricing. He 
has a Ph.D. in theoretical physics from the University of Chicago and is the author of 
numerous scientific papers. PIMCO CommoditiesPlUS Strategy Fund is managed by 
Nicholas Johnson, a senior vice president and portfolio manager. He joined PIMCO 
in 2004 and previously managed the portfolio analyst group. Prior to joining PIMCO. 
he worked at NASA's Jet Propulsion Laboratory, developing Mars missions and 
new methods of autonomous navigation. He holds a masters degree in financial 
mathematics from the University of Chicago and an undergraduate degree from 
California Polytechnic State University. 

How can I learn more? 

Ask your financial advisor for more information, including a copy of the prospectus. You 
can also visit our website at pimco.com/investments or call us at 1 .888.87.PIMCO. 


investors should consider the investment objectives, risks, charpes and expenses of the funds carefully before 
investing. This and ether information is contained in the funds' prospectuses and summary prospectuses, if 
available whkh may be obta bed by contacting your finanoa! advisor or by visiting pimax com/investments 
ortycalling 1-888-87-PIMCO. Please read them careful before you invest or send money. 


A word about risk: The funds invest in commodity-finked derivative instalments, including commodity 
index-linked notes, swap agreements, commodity options, futures and options on futures. These instruments 
and commodities in general may subject the funds to greater volatility than investments in traditional securities. 
The value of a commodity-linked derivative is generally based ore price movements of a commodity, a 
commodity futures contact, a commodity index or other economic variables based on changes In the 
ccmmoc&es markets. Use ol derivative instalments may involve certain costs and risks such as liquidity risk, 
interest rate risk, market risk, credit risk, management risk and the risk that a fund could not dcse out a 
position when it would be most advantageous to do so. The funds' commodity exposures are backed by a 
portfolio of inflation-indexed securities and other fixed income instruments. Inflation-indexed bonds issued 
by the U.S. Government, known as TIPS, are fixed income securities whose principal value is periodical^ 
adjusted according to the rate of inflation, which wil affect the interest payable on them. Repayment upon 
maturity of the adjusted principal value is guaranteed by the US. Government Neither the current market 
value of inflation-indexed bonds nor the share value of a fund ties invests in them is guaranteed, and either or 
both may fluctuate. These funds may invest in non-U.S. securities, non-ll.S. currency-denominated securities, 
which may entail greater risk due to foreign economic and poWcal developments, a small percentage in high 
yield securities and may invest in mortgage-related securities. High yield bonds typically have a lower credit 

a than other bonds Lower-rated bonds generally involve a greater risk to principal than higher-rated 
. The funds are ncrvdrvereified, which means they may incur greater risk by concentrating assets in a 
smaller number of issuers than a diversified fund. The funds may also invest in common and preferred stocks 
as well as convertible securities of issuers in commodity-related industries. 
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PIMCO admed funds are distributed by PIMCO Investments LLC 
Investment Products 

Not FDtC Insured | May Lose Vatue j Not Bank guaranteed | 


About PIMCO 

PIMCO is a leading giobai investment 
management firm, with offices in 
10 countries throughout North 
America, Europe and Asia. Founded 
in 1971. PIMCO offers a wide range 
of innovative solutions to help 
millions of investors worldwide meet 
their needs. Our goal is to provide 
attractive returns while maintaining 
a strong culture of risk management 
and long-term discipline. 


pimco.com/iwestroent5 
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invewors shoved consider the Inveelmertt objectivds, ftskt, charges and expmsas of B»e tundi earef u«y before invesBng. This and other udormatvan in contained m the 
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RYDEX | SGI LONG SHORT COMMODITIES STRATEGY FUND 

RYDEX SGI 

XMt <M|U UM PC1IUI Of »I*.H*' 

p A FUND PROVIDING LONG/SHORT EXPOSURE TO THE COMMODITIES MARKET 

SECONO QUARTER 2011 


FUND HIGHLIGHTS & 
APPLICATIONS 

• Offers broad exposure to the 

commoditjes markets, which 
has traditionally served as a 
way to participate in the growth 
of the global economy and as 
an 

inflation hedge 

• Long/short strategies may help 
mitigate commodities portfolio 
drawdowns 

• Potential low noncorrelatoo 
to equity and fixed income 
markets 

INVESTMENT STRATEGY 

The fund seeks to achieve positive 
total returns wnh less volatety than 
the broad commodity markets 

INCOME DISTRIBUTION 
FREQUENCY 

Annual, If appteable 

FUND TYPE 

Commoodjes 

PORTFOLIO MANAGERS 

Team managed 

BENCHMARK COMPARISONS 

• JPMorgan Core Commodity! rrwrs^ 
able Global Asset Rotator Sigma 
Long-Short Total Return Index 


' DJ DBS Commodity Index 

SYMBOL & CUSIP NUMBER 



Symbol 

CUSIP# 

A-ciass 

RYLBX 

7B3S6A244 

C-Oass 

RYLEX 

7B356A236 

H -Class 

RYU* 

7B356A2S1 

Instnrttona! 

RYVTX 

7835SA152 

Class 




For information, 
call 800.820.0883 or visit 
www.rydex-sgi.com 


RYDEX 1 5GI LONG SHORT COMMODITIES STRATEGY FUND Offers broad exposure to the common 
ties markets through a systematic trend-identifying strategy that seeks to exploit both rising and falling price 
trends. 

The fund may be up to 100% long and 100% short (200% gross exposure) at times in Bnergy, metals and 
agricultural commodities. The long shert approach may mitigate the volatility and drawdowns often experi- 
enced in longonty commodities investing, while attempting to preserve other characteristics often found in 
commodity investments, such as the potential for a low correlation to equity markets and use as an inflation 
heege. 

INVESTMENT PROCESS 

The fund follows a transparent investment methodology that: 

• Seeks to identify longer-term price trends in 14 commodities futures 

• Tests recent price movements for consistency relative to the longer-term trend 

• Weights positions equally 

• Attempts to control for expected portfolio volatility 

Investment Universe 


Natural Gas 
Gasoline. 

Heating Oil 
Brent Crude 
WT1 Crude 

Illustrative Summary 


Silver 

Gold 


Cooper 

Aluminum 


Consistency Score/Stoc Loss 


Wheat 

Soybeans 

Com 





v> 


RytScx ’.SGI Long Short Commodlb** Strategy Fond le subject to • number of risks end may not be suitable for all Investor*. • The fund’s use of derivsthes such as futures, 
options, structured notes and swap agreements may expose toe fund to adlfldna! rsks that * would na oe sutject to If * invested directly lr. toe securities undeilyng those 
derivatives. • A highly liquid secondary m3iv«t may r*a tzust tor toe commodtybnked structured notes toe fund invests m. and there can be no assurance that a high* tquid 
secondary mar** w* deretop. The fund s exposure to the commodey marker may sutxect toe fund to greater vdatf-y as commodtyHmkod irrwstmero may be affected by 
changes >n overall myriet moments, ccmmortty index voiaoiny. changes m interest rates or factors sflecwig a oemcuSar ndusuy or commobQr-such as droughts, floods, 
weather, emca-gos, units and mttmaboMl economic, pokucal and regulatory developments. • The fund’s use of short selling invokes increased -sk and costs. The fund risks 
Baying more fo a securty than it received from ns sate. TheorebcaHy. sacuities soM short have the risk of unlimited losses. The more toe fund invests m leveraged instruments, 
toe more the leverage vrtfl magr.ity ary gans or losses on those mvesrmersi • The fiaid s nwesment m exher investment companies, including ETFs, subjects toe fund to those 
rets effectoig toe nvsament company, mekjdwg the possibtey that toe value or toe underlying securities held by the investment company could decrease. Moreover, toe fund 
wii *ncur its pro rata sham of the expenses to toe underlying investment companies’ expenses. • Securities are not depcafts or obligations of any bank, am not guaranteed by 
an> bans., are net msuntd by the FtXC or any toher agency, and involve investment nsk. rvdudng the possible loss to the preidpa; amount imeaed. • See toe toospetous for 
more details. • The fund a considered nondhrerstoed and can rues a greater portion of fa assets m securities to ndnndual issuers than a dwers*ed *und. i\s a res oh, changes 
in toe market value to s single security could cause greater fluctuations r. the value to fund shares than would occur in a mote drrersrtiEd fund. 
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RYDEX {SGI ALTERNATIVE MUTUAL FUNDS OFFER: 

' • Daily liquidity. 

• Daily performance in addition to semi-annual and annual reports. 

• Convenience of 1099s for tax reporting. 

• Availability to all investors*, depending on investment minimums and investor suitability. (Not subject to investor accreditation.} 

• SEC-registered and-regulated. Although registration with the SEC is a requirement for a 1940 Act mutual fund, neither the SEC 
nor any other regulatory organization endorses, indemnifies or guarantees the fund s performance. 

•Excluding non-resident aliens. 


AVERAGE ANNUAL TOTAL RETURNS (AS OF 6/30/2011} 



YTD' 

1-Year 

3-Year 

5- Year 

10-Year 

SI 

Gross /Net 
Expense Ratio’ 

Inception 

Date 

A- Share Class (w/load) 

•1.55% 

15 98% 

n/a 

n/a 

n/a 

460% 

2.09%/]. 93% 

6/25/09 

A- Share Gass (NAV) 

3-37% 

21.78% 

a/a 

n/a 

n/a 

7.17% 

2.09%/ 1.93% 

6/25/09 

C- Share Gass (w/load) 

1.99% 

19.90% 

n/a 

n/a 

n/a 

6.35% 

283%/267% 

6/25/09 

C-Shire Class (NAV) 

199% 

20.90% 

n/a 

n/a 

n/a 

6.35% 

283%/2.67% 

6/25/09 

H- Share Gats 

3.38% 

21.79% 

n/a 

n/a 

n/a 

7.15% 

2.07%/ 1.91% 

6/15/09 

Institutional Gass 

3.53% 

2115% 

n/a 

n/a 

n/a 

7.88% 

1.88%/ 1.70% 

5/03/10 

C-IGAK Sigma Index 4 

3.5(5% 

2530% 

n/a 

n/a 

n/a 

11.59%’ 

n/a 

- 

S&PGSCI* 

171% 

26.11% 

-21.66% 

-6.16% 

369% 

9.10%’ 

n/a 

- 

DJ UBS Commodity Index* 

-158% 

25.80% 

-11.82% 

-0.05% 

6.59% 

13.21%* 

n/a 

- 


Performance displayed represents past performance, which is no guarantee of future results. Investment return and principal value 
will fluctuate so that when shares are redeemed, they may be worth more or less than original cost Returns reflect the reinvestment 
of all dividends. Current performance may be lower or higher than the performance data quoted. For up-to-date fund performance. 
Including performance current to the most recent month-end, visit our web site at wwvt.rydexsg.com. Class A-S hare with load perfor- 
mance reflects a maximum sales charge of 4.7 5%. AShare investors may be eligible for a reduction in sales charges. Under certain circumstances, 
there may be a C0SC of 1% for redemptions within 12 months a! purchase. Class C-Share with toad performance reflects a maximum contingent de- 
ferred sales charge (CDSC) of 1% for shares redeemed within 12 months (/purchase. For additional information, see the funds prospectus. 

Effect** Jut) 11 2011 the fund's hwessnent adyeclhe chaiged from seehng © track the performance of a benchmark to seeking » achieve positive atusdute returns. 
The fund's Dhnerpal investment strategy v*ss also rewsed to redect the new otyoctrvr. 

s Pamtf-year returns are cumutawe. rxx annualized. Performance results ere short-term and may not provide an adoouate Oasis tor evaluating the performance 
poential of the fund over varying market conditions or economic odes. 2 Returns are tv the period 6/25/09- 6/30/2011 (since inception &. Rydex | SGt tong Short 
Commodiues Strategy Fund KClassl. * The net expense ratio reflects the advisor's agreement to wane the management toe a receives from the fund in an amount equal 
to the management fee pad to the advisor by ‘he sub*d«ai* The undertaking w* continue m effect for so long as the fund invests in the subsidiary, and may be term*- 
naied only wfth the approval of the fund s board of trustees, to any event, this undertaking »« continue through April 30. 2012. Sec the prospectus tor more infoemaboa 
•C-IGAR Sigma. SAP GSCI and OJ UBS Commodity Indices are shown as performance comparisons. The referenced indices are unmanaged and not available for 
dsreet investment, index performance aces not reflect transaction costs, toes or expenses. 

IrdaxdbctaimarJl’.Morgan.ardJPMorgan Sore Com.moditHnvcstobtoGtobalAssetRd^tcrSigrnalong^norttnOexare trademarks s^J.R Morgan SecurtuesUd.ftogether with 
es affiliates. ‘J.P. Morgan’) and have been Icensedfor use by Rydex lr-*estmen!s and its affiliates. The information and j?MorsanC^fC<ynmod«ylma^OtefaobalAssctftc«ator 
Srgma Idn^Shortlnde* may n« be cotxed. used or distributed wttwutJ-A Morgan's prrarwmten approval Cooynght2011. J.P. Morgan A*ngmsreservcd.Ryd«[SG)LongShort 
CommodtfdsStmte^undisn«snx«sora0.enao^.sotoorsrorTvotadt3yJ^.Morpr.andJ.RMorganmai«r«reDrcsentab(xmiard'ngtheadvisaMi^iTTveccginavefimd. 


For more complete Information regarding the fund, call S00.820.08S8 or visit www. 
rydexsg.com for a prospectus and a summary prospectus (If available). Investors 
should carefully consider the investment ob/ectrves, risks, charges and expenses of 
a fund before Investing The fund's prospectus and its summary prospectus (if aval h 
nble) contains this and other Information about the fund. Please read the prospectus 
and summary prospectus (If available) carefully before you Invest or send money. 
Rydax|SCl funds are distributed by Rydex Distributors, LLC fRDU- Security investors. LtC (SI) 
5 a mastered investment advisor, and does business as Socurcy Gtobat Investors* and Rydex 
investments. SI and ROC are affifcatea and are subsidiaries of Security Benefit Corporation, wneh ts 
vncto Owned br Guggenheim SBC HokSmgs, LLC. a special pjrpcse antty managed try or, affiliate 
cf Guggenheim Partners. U.C. a dve^fied foanaai services Arm with more than S100 txflion in 
assets unoer supervision. QTOFSLSCR-0611 *0911 *3199 


RYDEX SGI 

I HE INTELLIGENT PURSUIT OF WEALTH" 

For Irrformatjon. call 800 820.0888 
Ot visit wwwjydex-sgl.com 
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RYDEX1SGI MANAGED FUTURES STRATEGY FUND 

RYDEX SGI 

twf i«rr .i it im *ursu t of w*».tw 

" A FUND OFFERING BROAD EXPOSURE TO THE COMIrtODlTIES AND FINANCIAL MARKETS AND 
SEEKING TO CAPTURE PRICE TRENDS IN BOTH RISING AND FALLING MARKETS 

SECOND QUARTER 2011 


FUND HIGHLIGHTS & 
APPLICATIONS* 

• A tnediunHernHreod- 
following managed futures 
strategy 

• Balanced exposure 
between commodities and 
financial markets (but does 
not take snort positions tn 
energy) 

• Investment methodoto# is 
primarily based on the S&P 
Diversified Trends Indicator 

INVESTMENT PROCESS 

Rydex|SGI Managed Futures 
Strategy Fund seeks to 
achieve posrtive absolute 
returns. 

TOTAL ASSETS 

*2.592.373.196 
(As Of 6/30/2011) 

INCOME DISTRIBUTION 
FREQUENCY 

Annua', if applicable 

FUND TYPE 

Alternative Investment Fund 

PORTFOLIO MANAGER 

Team managed 

BENCHMARK 

COMPARISONS 

• S4P Diversified Trends 
Indicator 

• Bank of America Merrill 
Lynch 3 Month Treasury Bill 


SYMBOL & CUSIP NUMBER 


Symbol 

cusip# 

A-Class 

RVMTX 

7B356A517 

H -Class 

RYMFX 

78356A491 

C-Class 

RYMZX 

78356AS25 

Institutional 

Class 

rmrx 

78356A145 


For information, 
call a 00.258. 4332 or 
visit wwvr.rydex-sgS.com 


RYDEXJSGI MANAGED FUTURES STRATEGY FUND seeks to achieve positive absolute returns us- 
ing a rules-based bend-following strategy. It represents a composite o# commodity and financial futures 
designed to provide exposure to both up and down major glofcai market price trends. Positions may be 
either long or short based on current prices relative to their moving averages. 

SECTOR WEIGHTINGS 

The fund gams exposure to 14 sectors, with 50% allocated to financial futures and 50% to commodity 
futures. Each month, the fund's sector exposure is rebalanced to the weightings identified below, and 
sectors may be positioned either long or short, depending or current prices relative to their medium-term 
moving averages. The one exception is the energy sector, which cannot be held short because of political 
issues, economic changes and other nsk factors urvque to that sector. SnouM the energy sector take a 
neutral position, its weighting will be allocated proportionately to the other sectors. 


Physical Commodities— 50% 


Financials— 50% 


Softs 4.50% 
Grains 11.50% 
Livestock 5.00% 
Precious Metals 5.25% 
Industrial Metals 5.00% 
Energy 18.75% 


Composition ts subject to change. 



Australian Dollar 2.00% 
British Pound 5.00% 
Canadian Dollar 1.00% 
Euro 13.00% 

Japanese Yen 12.00% 
Swiss Franc 2.00% 

U.S. Treasury Bonds 7.50% 
U.S. Treasury Notes 7.50% 


'Ryder | SCI Managed Futures Strategy Fund la subject to a number of risks and may not be suitable for ah Inves- 
tor*. investing In mutual funds involves rtak and does not assure a profit.* The fund's use of derivatives such as 
futures, options, structured notes and swao agreement* may expose the fund to additional risks that It would not be 
subject to d ft invested directly in the secuntoes underlying those derivatives. A highly liquid secondary market may net 
exst tor the commodity-linked structured notes the fund invests m, and there can be no assurance that a highly hfiukJ 
secondary market will devetop. • The fund's exposure to the commodity and currency markets may subject the fund 
to greater volatility as commodity- and currency-fcnkeo derivative investments may be affected by changes in oreratt 
market movements, commodity index volatility, changes m interest rates ty factors affecting a particular industry, com- 
modity or currency, such as droughts, floods, weather, t vestock disease, embargo*, tariffs and international economic, 
political and regulatory developments. The fund may also incur transection costs with the conversion between various 
currencies • The fund's use of short seftmg involves increased nsk and costs. The fund risks paying more for a sc- 
curfly than X received from its sate. Theoretical!), securities sold short have the rrsk of unkmRsd losses. • The fund s 
investment in other investment companies, including ETH. suhects the fund to those nsks affecting the investment 
company, including the possotfrty that the value of the underlying securities held by the investment company could 
decrease. Moreover, the fund will incur Its pro rata share of the expenses of the underlying investment companies" 
expenses. • Tins fund is considered nndiveraifted and can invest a greater portwn of its assets in securities of indi- 
vidual issuers than a diversified fund. As a result, changes in the market value of a single security could cause greater 
fluctuations m the value of fund shares than would occur m a mom diversified fund. • Secure** are not deposits or 
obligations of any ban* are net guaranteed by ary bank, are not insured by the FD*C or any other agency, and involve 
investment risk, including the Dossibl* tots of the princioal amount invested. • See the prospectus iv mare details. 

"54P*" and 'Standard & Poor s - * are trademarks o# Standard & Poor's Financial Services, t LC and have boen boensed 
for use t*Rydex|SGS.Rydex I SGI Managed Futures Strategy Fund Is not s po nso red, endorsed, sold or promoted by SAP. or 
Alpha Financial Technologies. Inc. ('AFT), the owner of the Dwers.-fled Trends Indicator melhodoiocy. and SIP and AFT 
make no representation regarding the advisability of investing to the fund. 
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RYDEX | SGI ALTERNATIVE MUTUAL FUNDS OFFER: 

• Daily liquidity. 

• Daily performance in addition to semi-annual and annual 
reports. 

• Convenience of 1099s for tax reporting. 

• Availability to all investors*, depending on investment 
minimums and investor suitability (Not subject to investor 
accreditation). 

• SEC registered and regulated. Although registration with 
the SEC is a requirement for a 1940 Act mutual fund, 
nether the SEC nor any other regulatory organization 
endorses, indemnifies or guarantees the fund’s performance. 

'Excluding non-resident aliens. 


PORTFOLIO RISK/RETURN METRICS 

Since Fund Inception (3/02/2007-6/30/2011) 



RYMFX 

S&P DTI 

ML3M 

T-Bills 

Annualized Standard Deviation* 

11.41 

11.45 

037 

Beta 7 

, U8 

132 

1.00 

Annualized Alpha* 

-035 

031 

0.00 

5harpe Raoo* 

-002 

0.0S 

0.00 

Correlation 1 ® to S&P 500 

•0.13 

-0.10 

•0.12 

Correlation 10 to ML 3M T-Bills 

0.04 

0.05 

1.00 


Source: ?»etSef. Calculations performed using dally Clara points. 


AVERAGE ANNUAL TOTAL RETURNS (AS OF 6/30/2011} 



YTD 1 

1-Year 

3-Year 

SYear 

10-Year 

SI 

Gross 

Expense Ratio 1 

Net Expense 
Ratio' 

Inception 

Date 

A- Class (w/load) 

-S-80% 

-4.2*% 

-4.26% 

n/a 

n/a 

0.19% 

2.04% 

1.97% 

03/02/2007 

A- Class (NAV) 

-1.09% 

041% 

•2.49% 

a/a 

a/a 

142% 

2.04% 

1.97% 

03/02/2007 

C-Clus (w/load) 

-2.42% 

-1-24% 

-3.42% 

n/a 

a/a 

04?% 

2.79% 

2.72% 

03/02/2007 

C- Class (NAV) 

-1.44% 

-0.24% 

•3.42% 

n/a 

a/a 

047% 

2.79% 

2.72% 

03/02/2007 

H- Class 

-1.09% 

031% 

-2-69% 

n/a 

a/a 

1.32% 

2.04% 

1.97% 

03/02/2007 

Institutional Class 

-0.93% 

0.83% 

a/a 

n/a 

n/a 

0X3% 

1.78% 

1.72% 

03/03/2010 

S&P DTI* 

0.69% 

2.99% 

•2.72% 

n/a 

n/a 

2.18%' 

- 

- 

- 

Bank of America Merrill Lynch 

3 -Month Treasury Bill* 

0.0*% 

0.16% 

0.42% 

n/a 

n/a 

142%' 

- 

- 

- 


Performance displayed represents past performance, which is no guarantee of future results. Investment return and principal value 
will fluctuate so that when shares are redeemed, they may be worth more or less than original cost Returns reflect the reinvestment 
of all dividends. Current performance may be lower or higher than the performance data quoted. For up-to-date fund performance, 
Including performance current to the most recent month-end, visit our web site at www.rydex-sgi.com. Class A-Share *rfui load perfor- 
mance refiners a maximum sales charge of 4.75%. A-Share investors may be eligible for a reduction In sales charges. Under certain circumstances, 
there may be a COSC of 1% tor redemptions wit hm 12 months of purchase. Class C-Share with load performance reflects a maximum contingent 
deferred sales charge (CDSC) of IX for shares redeemed within 12 months of purchase. For additional information, see the fund's prospectus, 
Effective July 11, 2011, the fund's investment objective changed from seeking to track the performance of a benchmark to seeking to achieve positive 
absolute returns. The fund's principal invesanenc strategy mas also revised to reflect the new objective. 

* Partial-year returns are cumulative, not annualized. Performance results are short-term and may not provide an adetjuate basis for evaluating the 
performance potential of the fund over varying market conditions or economic cycles. » The net expense ratio reflects the advisor’s agreement to 
waive the management fee It receives from the fund in an amount equal to tne management fee paid to the advtsor by the subsidiary. This under- 
taking will continue in effect for sc long as the fund invests in the subsidiary, anc may be terminated only with the approval of the fund's board of 
trustees. In any event, this undertaking will continue through April 30. 2012. See the prospectus for more Information. * The SAP DTI and Bank of 
America MerrIH Lynch 3-Month Treasury 8il! are shown as performance comparisons. The referenced indices ore unmanBged and not available for 
direct investment. Index performance does not reflect transaction costs, fees or expenses. 'Returns are for the period 03/02/2007-6/30/2011 
(since inception of Ryde*| SGI Managed Futures Strategy Fund H-Class}. ' Standard deviation o a statist cai measure of the historical volatility of an invest- 
ment. More generally, a measure of the extent to which numbers are spread around their averages. The higher the number, the more volatility a to be expected. 

Beta; A measure c< a fund's senstafty to market movements. The beta of the market a LOO by definition. Momngstar calculates beta by comparing a fund's ex- 
cess return over Treasury bibs to tne market's excess return over Treasury 6^ so a beta of 1.10 shows that the fund has performed 10% better than *s benchmark 
mdex m up markets and 10% worse in down markets, assuming aH other factors remain constant. Conversely, a beta of 0.85 indicates that the fund's excess return 
«s expected to perform 15% worse than the market s excess return durmg us markets and 15% better during dawn markets. * Alpha: A coefficient. which measures 
rok-adfusted performance, factoring m the risk due to the specific security, rather than the overall market. A high value for alpha implies that the stock w mutual fund 
has perfe-med better than would have beer, expected gwen its beta (voUtity). * Sharp* ratio is a ink-adjusted measure developed by Wifcam F. Sharpe, calculated 
using standard deviatron and excess return to determine reward per unit of risk. The hlgner tne Sha'pe ratio, the better the fund s risk-adjusted performance. The 
3% represents the rak-free rate of return, usually based on the three-month U.S. Treasury BiB . * Correlation is a statistical measure of how two securities move in 
fetation to each other. This measure ranges from -1 to where -1 indicates perfect negatrve correlation and +1 indicates perfect positive correlation. 


Read the fund's prospectus and summary prospectus (if available) carefully before 
Investing. It contains the fund's investment objectives, risks, charges, expenses and 
other information, which should be considered carefully before Investing. Obtain 
a prospectus and summary prospectus (If available) at www.rydex-sgl.com or call 
800.2S8.433Z 

RydexISQI funds are distributed by Rydex Distributor* LLC (RDL). Security Investors, LLC (SO 
is a registered investment advtsor. and does busmess as Security Global Investors* and Ryoex 
Investments. Si and RDL a-e affiliates and are subsidiaries of Security Benefit Corporation, which 
is wholly owned by Guggenheim S9C Holdings. LLC, a spec-al pci-pose entity managed by an affili- 
ate of Guggenheim Partners, LLC, a diversified financial services firm wfih more than $100 biCmn 
in assets under supervision. QTR-fSMf-0611 x0911 R32C1 


RYDEX I SGI 

TM| ihTtUIGCht PURSUIT OF WtaiTM*' 

For information, call BOO. 258.4332 
or v«n www.rydex-sgl.com 
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Wan Eck CM Commodity Index Fund August 2011 



vaneck.com/cmc I vaneck.com/commodtfes CMCAX I COMIX I CMCYX 


The Van Eck CM Commodity Index Fund Is a passivelytmanag'ed mutual fund that seeks to track, before tecs and expenses, the performance 
of the UBS Bloomberg Constant Maturity Commodity Total Return index ('CMCI*). The CMCI employs a methodology that seeks to minimize 
exposure to the front end of the futures curve and diversify across maturities. By spreading its exposure across multiple maturities, the Index can 
potentially mitigate the Impacts of contango and negative roll yield. 


CMCI Target Weightings (%): 2H 2011 



0% 10% 20% 30% 40% 


Expenses: Class A Grass 1.52%; Net 0.95%; 

Class t&css 0.98%; fist 0.65% and Class Y: 

Gross 1 .27%; Net 0.70%. Expenses are capped 
contractually until 05/01/12 at 0.95% fa Class 
A, 0.65% fa Class I and 0.70% lor Class Y. Caps 
exclude certain expenses, such as interest 

The tables present past performance which is 
no guarantee of future results and wtixfc may 
be fewer a higher than current performance. 
Returns reflect appfcabfe tee waiver* aniror 
expense reimbursements. Had the Fund incurred 
aE expenses and fees, investment returns would 
have been reduced. Investment retires and Fund 
share values will fluctuate so that investa's 
shares, whan redeemed, may be worth mae a 
less than their original cost Fund returns assume 
that dividends and capital gains disbCwtiora have 
been reinvested in the Fund at MV. Met returns 
assume rial dividends of the Index constituents h 
the Index have been reinvested. 

This Fund is newty ottered and has a limited 
operating history. The performance shown for the 
Indices does not reflect tees and charges, which 
are assessed wjlh the. purchase and ownership 
ot the Fund. Indices are not securities in which 
investments can be made. 


Investment Approach 

■ The Fuhd seeksjo track the performance of the CMCI by primarily investing in commodity-linked 
'derivative In^meiitCahd more consernfiye fixed income securities, such as U.S. Treasury Bills 

■ The Fund mayfijverf’jn instilments Jinked to the value of a particular commodity or 
commodity' futures contract through a wholly owned subsidiary of the Fund formed 
in the Cayman Islands 


UBS Bloomberg CMC! Highlights 

■ Diversified across 27 commodity components and up to five maturities 

■ Potential for higher risk-adjuste’d returns than traditional commodity Indices 

■ Constant maturity approach: daily rolling of a small proportion of underlying contracts 

■ Monthly rebalancing: limited concentration risk to any one underlying commodity 


Fund Facts as of 08/31/11 


Net Assets (Class A. L.Y) .. 

K3.6M 

Number of Commodity Sectors 


5 

Average Weighted Contract Maturity 

7.7 Months 

Number of Commodity Components 


27 

Average Annual Total Returns (%) as of 08/31/1 1 


1 Mo’ 

3 Mo’ 

YTD’ 

1 Yr 

3 Yr 

5 Yr 

10 Yr 

Life 1 

Class A NAV (Inception 12/31/105 

-O. 74 ; 

0.00 

507 

- 

- 

- 

- 

- 

Class k Maximum 5.75% load 

-6.42 

-5.76 

-0.96 

- 

- 

- 

- 

- 

• Class, L r NAV. (Inception 1 2/3 1/1 OJ 

-0.64 

. 0.21 

5.41 

- 

- 


- 

- 

Class Y: KM (Inception 12/31/10) 

-0.64 

0.11 

5.29 

- 

- 

- 

- 

- 

UBS Bloomberg CMCI 

-0.66 

027 

5.99 

31 .3S 

•0.39 

- 

- 

7.06 

Average Annual Total Returns (%) as of 06/30/11 


1 Mo 1 

3 Mo’ 

YTD’ 

1 Yr 

3 Yr 

5 Yr 

10 Yr 

U1»* 

Class A: NAV (Inception 12/31/10) 


-4.42 

225 

- 

- 

- 

- 

- 

Class k Maximum 5.75% load 

-8.28 

-9.92 

-3.61 

- 

- 

- 

- 

- 

Class 1: KAV (tacipttai 12/31/10) 

-2.57 

-4,31 

2.48 

- 

- 

- 

- 

- 

Class Y: NAV (Inception 12/31/10) 

-2.57 

-4.31 

2.48 

- 

- 

- 

- 

- 

UBS Bloomberg CMCI - . .. 

.-2.56 

-4.12 

3.00 

35.36 

-5.97 

- 

- 

6.64 

KAV History (Class A) 












12-ltaih Hietl 

12-Month Low 

Month-End 





- 

- 


$9.33 


•Ooe-month and year-to-date returns are not annualized. 

'vJBS Bloomberg CMCI live track record (inception) begins on January 1 , 2007. 
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CMCAX | 

COMIX 

1 CMCYX 

201 1 Monthly Returns (K) 











Jin 

Feb 

March 

April 

May 

June 

Augus 

August Sept Oct 

Nov 

Dec Year 

Class A: WAV 

3.27 

2.62 

0.96 

2.00 

-3.72 

-2.68 

3.52 

-0.74 



UBS Bloomberg CMCI 

3.52 

2.73 

1.01 

2.13 

-3.66 

-2.56 

3.59 

•0.66 




Returns reflect capital appreciation and the reinvestment of dividends and capital gains, it any. as well as all fees and expenses but do not reflect any sales toad. 
All Indices are unmanaged and include ffie reinvestment of all dividends, but do not reflect the payment of transaction costs, advisory fees or expenses that are associ- 
ated with an investment in die Fund. An index's performance is not dlustratfve of the Fund’s performance. Indices are not se antes in which investments can be made. 
Results reflect past perfonnarce and do not guarantee future results. See the reverse side for complete performance information. 


Three-Year Max Drawdown (%) as of 08/31/11 Three- Year Volatility (%) as of 08/31/11 CMCI Three-Year Correlation as of 08/31/11 


llBS BKwnb'efB CUCI 

-44,44 

UBS Btobrnturg CMCj "V 

22J29 

BarCap Agg Bond Index 

0.14 

S&P 6SCI Index 

•60.32 

S&P GSCJ Index 

29.46 

S&P* 500 Index 

0.62 


DJUBS .Index 

*44.03 

DJUBS Index 


S&P* 500 Index 

-41.82 

S&P* 500 Index 

21.50 


Maximum drawdown is the largest negative change in fund value over a given period of time. Volatility is the annualized standard deviation of monthly returns. Cor- 
relation describes a complimenta.'y or parallel relationship between two investments. The correlation coefficient is a measure that determines the degree to which two 
variables’ movements are associated and will vary from -1.0 to 1.0. -1.0 in Scales perfect negative correlation, and 1.0 indicates perfect positive correlation. 


Know Your Terms: Contango occurs when the price of a futures contract is above the expected future spot price el the time the contract expires. Negative roll yield Is 
the amount of return lost in a contango market 

Know Your Indices: The Dow Jones-USS Commodify Index fDJJBS) is composed of futures contracts on 20 physical commodifies covering seven sectors, specifically 
energy, petroleum, precious metals, industrial metals, gram, livestock and softs. Energy exposure is limited to no more than 33%; manager cannot invest above that 
level no matter how favorable the energy market The S&P® Goldman Sachs Commodity index {S&P GSCI) is a composite index of commodity sector returns, repre- 
senting ar. unleveraged, long-only investment in commudrrjr futures. High energy concentration: limited diversification. The index benefits when energy is strong, and 
suffers when energy is weak. Lastly, the S&P® 500 Index consists of 500 widely 1 held common stocks covering industrial, utility, financial and transportation sectors. 
The Barclays Capital Global Aggregate Bond Index is composed of the mortyage-badred and asset-backed securities and governmem/credlt bonds. Ml indices are 
unmanaged and include the reinvestment of all dividends, but do not reflect the payment of transaction costs, advisory fees or expenses that are associated w3h an 
investment in the Fund. An index's performance is not IBirstatfve of the Fund's performance. Indices are not securities in which investments can be made. 

l/BS and Bloomberg own or exclusively license, solely or jointly as agreed between them all proprietary rights w?th respect to the Index. In no way do UBS or 
Bloomberg sponsor or endorse, nor are they otherwise involved in the issuance and offering of the Fund nor do either of them make any representation or war- 
ranty, express or implied, to the holders of the Fund or any member of the public regarding Ihe advisability of investing in the Fund or commodities generally or 
In futures particularly, or as to results to be obtained from die use of the Index or from the Fund. 

You can lose money by investing ti the Fund. Any investment in the Fund should be part of an overall investment program, not a complete program. Commodities are 
assets that have tangible properties, such as oil. metals, and agriculture. Commodities and commodity-linked derivatives may be affected by overall market movements 
and other factors that affect the value of a particular Industry nr commodity such as weather, disease, embargoes or poWcaj or regulatory developments. The value cf 
a oommwJriy-knked derivative is generally based on price movements of a commodify, a commodity futures contract a com mo! Tty index or other economic variables 
based on the commodity makers. Oenvatives use leverage, which may exaggerate a kiss. The Fund is subject to the risks associated with its sivestments In commodity- 
linked derivatives, risks of investing in wholly owned subsidiary, risk of tracking error, risks of aggressive investment techniques, leverage risk, derivatives risks, 
counterparty risks, non-dtversiheabon risk, credit risk, concentration risk and market risk. The use of commodity-linked derivatives such as swaps, commodity-linked 
structured notes and futures entails substantial risks, induing risk of loss of a significant portion of their principal value, lack of a secondary market increased volatility, 
correlation risk, liquidity risk, interest-rate risk, market risk, credit risk, valuation risk and tax risk. Gains and tosses trom speculative positions in derivatives may be 
much greater that the derivative's cost At any time, the risk of loss of any individual seajrity held by Ihe Find could be significantly higher than 50% of the security's 
value. Investment in commodity markets may not be suitable tor all investors. The Fund’s investment In commodfty-fciked derivative instruments may subject the fund to 
greater vdatlETy than investment in traditional securities. For a description of these and other risk considerations, please refer to the Fund’s prospectuses, which should 
be read carefully before you invest Again, the Fund offers investors exposure to The bread commodity markets, currently, by investing in commodity-irked swaps. 

Please call 800.826.2333 or visit vanack.com for performance information current to the most recent month end and for a free prospectus and 
summary prospectus. An investor should consider the Fund’s Investment objective, risks, and charges and expenses carefully before investing. 

The prospectus and summary prospectus contain this and other information. Please read them carefully before investing. 

NOT FDIC INSURED I NO BANK GUARANTEE I MAY LOSE VALUE 
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EXCESSIVE SPECULATION 
IN THE NATURAL GAS MARKET 

JUNE 25, 2007 


I. EXECUTIVE SUMMARY 

Since 2001, the U.S. Senate Permanent Subcommittee on 
Investigations (“the Subcommittee”) has been examining the structure 
and operation of U.S. energy markets. In June 2006, the Subcommittee 
issued a bipartisan staff report. The Role of Market Speculation in Rising 
Oil and Gas Prices: A Need to Put the Cop Back on the Beat, ' analyzing 
the extent to which the increasing amount of financial speculation in 
energy markets has contributed to the steep rise in energy prices over the 
past few years. The report concluded: “Speculation has contributed to 
rising U.S. energy prices,” but also that “gaps in available market data” 
made quantification of the speculative component problematic. 1 2 The 
report endorsed the estimate of various analysts that the influx of 
speculative investments into crude oil futures accounted for 
approximately $20 of the then-prevailing crude oil price of 
approximately $70 per ban-el. The report’s analysis was based entirely 
on publicly available data about the overall level of financial 
investments in energy markets and publicly available data on energy 
prices and supplies. 

The Subcommittee’s staff report recommended that the 
Commodity Futures Trading Commission (“CFTC”) be provided with 
the same authority to regulate and monitor electronic energy exchanges, 
such as the Intercontinental Exchange (“ICE”), as it has with respect to 
the fully regulated futures markets, such as the New York Mercantile 
Exchange (“NYMEX”), to ensure that excessive speculation did not 
adversely affect the availability and affordability of vital energy 
commodities through unwarranted price increases. Congress has not 
taken any action since then to authorize CFTC oversight of unregulated 
energy markets like ICE. 

Shortly after the Subcommittee issued the report in 2006, the 
natural gas market entered a period of extreme price volatility 
punctuated by the collapse in September 2006 of Amaranth Advisors 
LLC (“Amaranth”), one of the largest hedge funds in the natural gas 
market. From the last week in August until the middle of September 
2006, Amaranth’s natoal gas positions lost over $2 billion in value, 
precipitating the liquidation of the entire portfolio of the $8 billion fund. 


1 S. Prt. 109-65, 109 u> Congress, 2 e3 Session (June 27, 2006). 

! Id., at p. 6. 
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In late summer, natural gas prices began falling. For example, the 
price of the NYMEX futures contract to deliver natural gas in October 
2006 fell from a high of $8.45 per MMBtu in late July to just under 
$4.80 per MMBtu in September, the lowest level for that contract in two 
and one-half years. The difference in price between the NYMEX 
natural gas futures contract for March 2007 and for April 2007 - called 
the price spread - fell from a high of nearly $2.50 per MMBtu in July to 
less than 60 cents in September, a drop of 75 percent. The price for the 
immediate delivery of natural gas, called the spot price, fell from $7.49 
per MMBtu in late August to $3.66 per MMBtu in early October, the 
lowest level in four years. * 3 The Electric Power Research Institute 
described this price collapse as “stunning . . . one of the steepest 
declines ever.” 4 

Throughout this period, the market fundamentals of supply and 
demand were largely unchanged. Natural gas supplies were plentiful, 
and the amount of natural gas in storage remained higher than average 
throughout the summer and into the early fall. The large price variations 
in the face of steady supply and demand trends raises several questions: 
If the underlying supply and demand factors were unchanged, what was 
causing the large price swings? To what extent was the collapse of 
Amaranth related to the fall in prices? If Amaranth’s collapse either 
caused or accelerated the price drops, then were Amaranth’s positions 
responsible for the higher prices and large spreads that prevailed 
throughout the summer? Was there adequate market oversight to ensure 
that large hedge funds were not distorting natural gas prices? 

In October 2006, the Subcommittee began its investigation into the 
behavior of natural gas prices earlier in the year. The Subcommittee 
analyzed millions of natural gas transactions from trading records 
obtained from NYMEX and ICE, the two principal exchanges for energy 
commodities, and from Amaranth and other traders. In addition, the 
Subcommittee conducted numerous interviews of natural gas market 
participants, including natural gas traders, producers, suppliers, and 
hedge fund managers, as well as exchange officials, regulators, and 
energy market experts. NYMEX, ICE, Amaranth, and many traders 
cooperated with detailed inquiries. The Subcommittee also reviewed 
commodity market statutes and regulations, and researched a variety of 
legal issues. 

The trading records examined by the Subcommittee disclosed that 
from early 2006 until its September collapse, Amaranth dominated 
trading in the U.S. natural gas financial markets. Amaranth bought and 

} Federal Energy Regulatory Commission (FERC), Winter 2006-07 Energy Market Assessment, 

Item No.: A-3, October 19, 2006, ai p. 2. 

4 Electric Power Research Institute, Natural Gas Issues: Turnaround Prospects, Energy Markets 
and Generation Response. October 2006, at p. 1. 
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sold thousands of natural gas contracts on a daily basis, and tens of 
thousands of contracts on certain days. It accumulated tens of thousands 
of natural gas holdings, or “positions,” on both NYMEX and ICE. The 
CFTC defines a “large trader” for reporting purposes in the natural gas 
market as a trader who holds at least 200 contracts; NYMEX examines a 
trader’s position if it exceeds 1 2,000 natural gas contracts in any one 
month. Amaranth held as many as 100,000 natural gas contracts in a 
single month, representing 1 trillion cubic feet of natural gas, or 5 
percent of the natural gas used in the entire United States in a year. At 
times Amaranth controlled 40 percent of all of the outstanding contracts 
on NYMEX for natural gas in the winter season (October 2006 through 
March 2007), including as much as 75 percent of the outstanding 
contracts to deliver natural gas in November 2006. 

Amaranth’s large positions and trades caused significant price 
movements in key natural gas futures prices and price relationships. For 
example, Amaranth’s purchases of contracts to deliver natural gas in the 
winter months, in conjunction with Amaranth’s sales of natural gas 
contracts for delivery in the summer months, drove winter prices far 
above summer prices. These differences between winter and summer 
prices, called “price spreads,” were far higher in 2006 than in previous 
years - until the collapse of Amaranth, when the price spreads returned 
to more normal levels. On several specific dates, Amaranth’s massive 
trades were responsible for large jumps in the price differences between 
the futures contracts for March and April 2007. Traders interviewed by 
the Subcommittee said that during the spring and summer of 2006 the 
differences between winter and summer prices were “clearly out-of- 
whack,” at “ridiculous” levels, and unjustified by supply or demand. 

Purchasers of natural gas during the summer of 2006 for delivery 
in the following winter months paid inflated prices due to Amaranth’s 
large-scale speculative trading. Businesses such as utilities had to either 
absorb this added expense or pass the higher costs onto the ultimate 
consumer, such as residential users who paid higher home heating bills. 

The current regulatory system was unable to prevent Amaranth’s 
excessive speculation in the 2006 natural gas market. Under current 
law, NYMEX is required to monitor the positions of its traders to 
determine whether a trader’s positions are too large. If a trader’s 
position exceeds pre-set “accountability levels,” the exchange may 
require a trader to reduce its positions. The Amaranth case history 
demonstrates two critical flaws. First, NYMEX has no routine access to 
information about a trader’s positions on ICE in determining whether a 
trader’s positions are too large. It is therefore impossible under the 
current system for NYMEX to have a complete and accurate view of a 
trader’s position in determining whether it is too large. 
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Second, even if NYMEX orders a trader to reduce its positions on 
NYMEX, the trader can simply shift its positions to ICE where no limits 
apply. This is precisely what Amaranth did after NYMEX finally told 
Amaranth, in August 2006, to reduce its positions in two contracts 
nearing expiration, contracts to deliver gas in September and October 
2006. In response. Amaranth reduced its positions on NYMEX and 
increased them on ICE, maintaining the same overall positions in the 
market. Within a few days, Amaranth resumed increasing its positions, 
mostly on ICE. By the end of August, Amaranth held nearly 100,000 
short positions in the September contract, mostly on ICE, and a total of 
nearly 90,000 short positions foT the October contract on both ICE and 
NYMEX. These were huge positions - each variation of one cent in a 
position of 100,000 contracts changes a trader’s profit or loss by S10 
million. As a result, NYMEX’s instructions to Amaranth did nothing to 
reduce Amaranth’s size, but simply caused Amaranth’s trading to move 
from a regulated market to an unregulated one. 

The data analyzed by the Subcommittee, together with trader 
interviews, show that NYMEX and ICE are functionally equivalent 
markets. Natural gas traders use both markets, employing coordinated 
trading strategies. In many instances the volumes on ICE are 
comparable to or greater than the volumes on NYMEX. Traders use the 
natural gas contract on NYMEX. called a futures contract, in the same 
way they use the natural gas contract on ICE, called a swap, for risk 
management and economic purposes. The data show that prices on one 
exchange affect the prices on the other. Given their equivalence, there is 
no sound basis for one exchange to be regulated and the other not. 

The disparity in regulation between NYMEX and ICE results from 
the so-called “Enron loophole” in the Commodity Exchange Act. The 
Enron loophole, which was inserted into the law in 2000 at the request 
of Enron and others, exempts electronic energy exchanges such as ICE 
from CFTC oversight and regulation. Unlike NYMEX, there are no 
limits on the trading on ICE, and no routine government oversight The 
Amaranth case history demonstrates that the disparity in regulation of 
the two markets prevents the CFTC and the exchanges from fully 
analyzing market transactions, understanding trading patterns, and 
compiling accurate pictures of trader positions and market 
concentration; it requires them to make regulatory judgments on the 
basis of incomplete and inaccurate information; and it impedes their 
authority to detect, prevent, and punish market manipulation and 
excessive speculation. 

Natural gas traders are well aware of the consequences of this 
limitation. For example, when Amaranth’s lead energy trader predicted 
in an email that “boy I bet you see some CFTC inquiries” into a price 
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spike that affected the final price of the September 2006 futures contract, 
another trader reminded hint that most of the trades had taken place on 
ICE using swaps. The trader wrote: “Until they monitor swaps no big 
deal." His comment captures the problem - current law requires our 
regulators to oversee U.S. energy markets with incomplete information 
and inadequate authority. 

To repair the broken regulatory system. Congress needs to require 
currently unregulated exchanges, such as ICE, to comply with the same 
statutory obligations as regulated markets, such as NYMEX, and operate 
under the same rules to prevent market manipulation and excessive 
speculation from affecting the price of vital energy commodities. 

Some market observers contend that Amaranth’s collapse proved 
the energy markets are functioning well because an overly risky trader 
met its demise without harming other traders or the natural gas market as 
a whole. In fact, however, many other market participants were harmed 
by Amaranth’s massive speculative trading. For example, utilities that 
provide gas-powered electricity or heating to homes, schools, hospitals, 
and industries that use natural gas in manufacturing paid inflated prices. 
Many of their costs were passed onto consumers. Some companies told 
the Subcommittee that extreme price swings in the natural gas futures 
market make it more difficult and expensive to use the futures market 
for hedging. Still others told the Subcommittee that they have lost 
confidence in the natural gas market, viewing it not as a mechanism to 
set prices reflecting supply and demand, but as a market increasingly 
responsive to a few dominant traders with sufficient capital to affect 
prices. 

If given authority to police all U.S. energy commodity markets, the 
CFTC should use this authority to monitor aggregate positions taken by 
traders on both NYMEX and ICE, and to analyze trading data from both 
exchanges. Regulators should also strengthen their monitoring and 
oversight to prevent excessive speculation for all of the months in which 
contracts are traded, not just contracts near expiration. The Amaranth 
experience demonstrates how excessive speculation can distort prices of 
futures contracts that are many months from expiration, with serious 
consequences for other market participants. To prevent excessive 
speculation from causing unwarranted price changes, commodity 
regulators need to conduct oversight over both a broader market and for 
a longer time horizon than the next few months. 

A final major problem is the inadequate oversight capabilities of 
the CFTC. The CFTC suffers from antiquated technology systems, a 
shrinking staff, and flat budgets. In part, these budgetary woes have 
occurred because Congress has never authorized the CFTC, as it has 
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virtually every other federal financial regulator, to collect user fees from 
the markets it oversees. Congress needs to provide the CFTC with 
adequate resources to do its job, and authorize user fees to pay for the 
additional expense. 

Energy is a critical factor in the future of the U.S. economy. How 
it is priced is of vital concern. The Amaranth case history is not just the 
story of a single hedge fund dominating the market, but of a broken 
regulatory system that has left our energy markets vulnerable to any 
trader with sufficient resources to alter energy prices for all market 
participants. 

The remainder of this Report details the Amaranth case history. 
Section II presents the staff findings and recommendations from the 
Subcommittee’s investigation. Section m provides general information 
on the importance of natural gas to the U.S. economy, its production, 
economic uses, and the fundamentals of natural gas supply and demand. 
Section IV provides general information on the cash and financial 
markets for natural gas, and an overview of the regulatory structure for 
the various types of energy exchanges. Section V describes the unusual 
and extreme behavior of natural gas prices in the spring and summer of 
2006, and analyzes the role of Amaranth and other hedge funds in 
forming those prices. Section V also describes the impact of 
Amaranth’s trading on other market participants. Sections VI and VII 
offer recommendations to restore the integrity of energy commodity 
markets in the United States and protect them against market 
manipulation and excessive speculation. Section VIII contains 
additional Minority Staff views on the Report. 
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II. FINDINGS AND RECOMMENDATIONS 
A. FINDINGS 

(1) A single hedge fund, Amaranth Advisors LLC, dominated 
the U.S. natural gas market in 2006. 

(a) Amaranth accumulated massive natural gas holdings on 
NYMEX and ICE spanning five years, from 2006-2010. 

(b) Amaranth accumulated such large positions and traded 
such large volumes of natural gas in 2006, on both NYMEX 
and ICE, that it had a direct effect on U.S. natural gas prices 
and increased price volatility in the natural gas market. The 
larger than usual differences between winter and summer 
futures prices that prevailed during the spring and summer 
of 2006 were largely the result of Amaranth’ s large-scale 
trades rather than the normal market interaction of many 
buyers and sellers. 

(c) Amaranth’s 2006 positions in the natural gas market 
constituted excessive speculation. 

(2) In August 2006, Amaranth traded natural gas contracts on 
ICE rather than on NYMEX so that it could trade without any 
restrictions on the size of its positions. 

(a) When NYMEX directed Amaranth to reduce its 
positions in September 2006 and October 2006 natural gas 
futures contracts, Amaranth simply transferred those 
positions to ICE, an unregulated market, thereby 
maintaining its overall speculative position in the natural 
gas market. 

(b) NYMEX’ s attempt to limit speculative trading during 
the last day of trading on the September 2006 natural gas 
futures contract failed, because neither NYMEX nor the 
CFTC had any authority, mandate, or ability to limit trading 
on ICE that affected the pricing of the NYMEX futures 
contract 

(3) Amaranth's actions in causing significant price movements 
in the natural gas market demonstrate that excessive 
speculation distorts prices, increases volatility, and increases 
costs and risks for natural gas consumers, such as utilities, who 
ultimately pass on inflated costs to their customers. 

(a) Purchasers of natural gas during the summer of 2006 for 
delivery in the following winter months paid inflated prices 
due to Amaranth’s speculative trading. 
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(b) Many of these inflated exists were passed on to 
consumers, including residential users who paid higher home 
heating bills. 

(4) The two major U.S. exchanges that trade natural gas - 
NYMEX and ICE - affect each other’s prices. 

(a) Significant volumes of natural gas are traded on both 
NYMEX and ICE, and both markets play a key role in 
setting U.S. natural gas prices. 

(b) The contracts used on NYMEX and ICE to trade natural 
gas, called futures contracts on NYMEX and swaps on ICE, 
are equivalent financial products that serve the same risk- 
management purposes. 

(c) Traders routinely buy and sell natural gas contracts on 
both NYMEX and ICE, and hold positions in both markets. 

(d) The price of NYMEX futures and ICE swaps are 
virtually identical up until the final half hour of the last 
trading day of the NYMEX contract, when NYMEX and 
ICE prices typically differ by a few cents at most 

(5) Current restraints on speculative trading to prevent 
manipulation and price distortions are inadequate. 

(a) The CFTC lacks statutory authority to establish or 
enforce speculative position limits on the trading of natural 
gas on ICE or other Exempt Commercial Markets. 

(b) When large traders choose to trade on ICE rather than 
NYMEX, it is difficult, if not impossible, for NYMEX to 
prevent price manipulation or excessive speculation from 
distorting NYMEX prices, because NYMEX does not have 
information regarding, or the jurisdiction to limit, trading on 
ICE even though ICE trades affect NYMEX futures prices. 

(c) The CFTC’s primary strategy to stop excessive 
speculation has been to prevent manipulation of the final 
price of a futures contract that is about to expire, rather than 
to generally review speculative trades affecting a range of 
futures contract prices. 

(6) The CFTC is unable to meet its statutory mandate to 
prevent market manipulation and excessive speculation from 
causing sudden, unreasonable, or unwarranted energy prices. 

(a) The CFTC lacks statutoiy authority to effectively 
oversee U.S. energy commodity markets, because the 
“Enron Loophole” prevents the CFTC from overseeing ICE. 

(b) The CFTC lacks budgetary, staff, and technological 
resources to effectively monitor energy commodity markets. 
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(c) As a result of the lack of legal authority and budgetary 
resources, the CFTC was unable to prevent excessive 
speculation in the natural gas market in 2006. 

(d) If the CFTC is not provided with additional legal 
authority and resources, the CFTC will remain unable to 
accomplish its statutory mission. 

(e) The inability of the CFTC to accomplish its statutory 
mission with respect to the trading of energy commodities 
presents a threat to the energy and economic security of the 
United States. 

B. RECOMMENDATIONS 

(1) Congress should eliminate the “Enron Loophole” that 
exempts electronic energy exchanges from regulatory 
oversight Experience since passage of the Commodity Futures 
Modernization Act of 2000, demonstrates there is no sound 
rationale for exempting electronic energy exchanges from 
regulatory oversight Excessive speculation that occurred on 
electronic exchanges in 2006 contributed to the overall distortion 
of energy prices in the natural gas market to the detriment of 
American consumers, businesses, industry, and utilities. Exempt 
Commercial Markets, such as ICE, should be required to comply 
with the same statutory obligations as Designated Contract 
Markets, such as NYMEX, and should be regulated in the same 
manner by the CFTC to prevent market manipulation and 
excessive speculation. To ensure fair energy pricing, it is time to 
put the cop back on the beat in all U.S. energy commodity markets. 

(2) If given additional legal authority, the CFTC should 
monitor aggregate positions on NYMEX and ICE. The CFTC 
and exchanges should strengthen their monitoring and 
oversight to prevent excessive speculation for all of the months 
in which contracts are traded, not just for contracts near 
expiration. 

(3) Congress should increase the CFTC budget and authorize 
CFTC user fees to help pay for the additional cost. The 
CFTC’s budget should be increased to provide the staff and 
technology needed to monitor, integrate, and analyze real-time 
transactional data from all U.S. commodity exchanges, including 
NYMEX and ICE. Needed funding should be obtained from user 
fees imposed on commodity markets. 
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EXCESSIVE SPECULATION 
IN THE WHEAT MARKET 


I. EXECUTIVE SUMMARY 

For several years, the U.S. Senate Permanent Subcommittee on 
Investigations has been examining the role of speculation in the 
commodity markets and failures of the federal regulatory structure to 
prevent excessive speculation from causing unwarranted changes in 
commodity prices and an undue burden on interstate commerce. 

In 2006, the Subcommittee released a report showing how the 
injection of billions of dollars from speculation into the commodity 
futures markets had contributed to rising energy prices. 1 In 2007, the 
Subcommittee released a report and held a hearing showing how 
excessive speculation by a single hedge fund named Amaranth had 
distorted natural gas prices and contributed to higher costs for natural 
gas consumers 2 These and other reports offered a number of 
recommendations for legislative and regulatory actions to enable the 
Commodity Futures Trading Commission (CFTC) to fulfill its mission 
under the Commodity Exchange Act to prevent excessive speculation 
from “causing unreasonable or unwarranted fluctuations in the price of 
commodities in interstate commerce.” 


'In its 2006 Report, "The Role of Market Speculation in Rising Oil and Gas Prices: A Need to 
Put the Cop Back on the Beat S. Prt. 109-65 (June 27, 2006), the Subcommittee investigation 
found that influx of billions of dollars into the U.S energy markets through commodit) index 
funds had contributed to the rise in energy prices, and that the large influx of speculative 
investments in these markets had altered the traditional relationships between futures prices and 
supplies of energy commodities, particularly crude oil. The Report recommended that Congress 
enact legislation to “close the Enron loophole,” the provision in the Commodity Futures 
Modernization Act of 2000 (CFMA), which exempted from regulation the trading of futures 
contracts and swaps for energy and metals commodities on electronic exchanges. It also 
recommended legislation to ensure the CFTC had sufficient authority to monitor U.S. traders 
trading in U S commodities on foreign exchanges. See the 2006 Subcommittee Report at 
http /fogac senate eov/public/ files/SenaiePnml0965MaricetSpecReportFrNAL rdf 

3 In its 2007 Report, "Excessive Speculation in the Natural Gas Market" reprinted in S. Hrg. 

1 10-235 (June 25 and July 9, 2007), at pp. 1 96-710, the Subcommittee investigation found that 
Amaranth had distorted the price of natural gas futures contracts as a result of its large purchases 
of contracts on the regulated New York Mercantile Exchange (NYM EX) and “look-alike” swap 
contracts on the then-unregulated Intercontinental Exchange (ICE). As a result of several 
provisions in the CFMA, the CFTC did not have authority to limit the positions of traders using 
ICE rather than NYMEX. Based on this finding, the Report recommended that Congress enact - 
legislation to close the Enron loophole in order to fully regulate electronic exchanges, like ICE, 
that are the functional equivalent of futures markets. In the 2008 Farm Bill, Congress enacted 
legislation to close the Enron loophole by providing that commodity contracts traded on over- 
the-counter electronic exchanges that perform a significant price discovery function be regulated 
in the same manner as futures contracts. As 8 result of this legislation, the CFTC now has the 
authority - and responsibility - to regulate and monitor these electronic markets to prevent 
excessive speculation. See the 2007 Subcommittee Report ai http /'hscac senate.gov/ 
public/ files/REPORTExcessiveSpeculationmiheNamraJGasMart.ei pdf 
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In the Amaranth investigation, the Subcommittee examined how 
the activities of a single trader making large trades on both a regulated 
futures exchange and an unregulated electronic energy exchange 
constituted excessive speculation in the natural gas market. To prevent 
this type of excessive speculation, the Subcommittee Report 
recommended that limits on the number of contracts that a trader can 
hold at one time, known as position limits, be applied consistently to 
both markets in which the same type of natural gas contracts are traded. 

In the current investigation, the Subcommittee has examined how 
the activities of many traders, in the aggregate, have constituted 
excessive speculation in the wheat market. To prevent this type of 
excessive speculation, this Report recommends that the CFTC phase out 
waivers and exemptions from position limits that were granted to 
commodity index traders purchasing wheat contracts to help offset their 
sales of speculative financial instruments tied to commodity indexes. 

A commodity index, like an index for the stock market, such as the 
Dow Jones Industrial Average or the S&.P 500, is calculated according 
to the prices of selected commodity futures contracts which make up the 
index. Commodity index traders sell financial instruments whose values 
rise and fall in tune with the value of the commodity index upon which 
they are based. Index traders sell these index instruments to hedge 
funds, pension funds, other large institutions, and wealthy individuals 
who want to invest or speculate in the commodity market without 
actually buying any commodities. To offset their financial exposure to 
changes in commodity prices that make up the index and the value of the 
index-related instruments they sell, index traders typically buy the 
futures contracts on which die index-related instruments are based. It is 
through the purchase of these futures contracts that commodity index 
traders directly affect the futures markets. 

The Subcommittee investigation examined in detail how 
commodity index traders affected the price of wheat contracts traded on 
the Chicago Mercantile Exchange. CFTC data shows that, over the past 
three years, between one-third and one-half of all of the outstanding 
wheat futures contracts purchased (“long open interest”) on the Chicago 
exchange are the result of purchases by index traders offsetting part of 
their exposure to commodity index instruments sold to third parties. The 
Subcommittee investigation evaluated the impact that the many 
purchases made by index traders had on prices in the Chicago wheat 
futures market This Report finds that there is significant and persuasive 
evidence to conclude that these commodity index traders, in the 
aggregate, were one of the major causes of “unwarranted changes” - 
here, increases - in the price of wheat futures contracts relative to the 
price of wheat in the cash market. The resulting unusual, persistent, and 
large disparities between wheat futures and cash prices impaired the 
ability of participants in the grain market to use the futures market to 


148 


166 


3 


price their crops and hedge their price risks over time, and therefore 
constituted an undue burden on interstate commerce. Accordingly, the 
Report finds that the activities of commodity index traders, in the 
aggregate, constituted “excessive speculation” in the wheat market under 
the Commodity Exchange Act 

The futures market for a commodity provides potential buyers and 
sellers of the commodity with prices for the delivery of that commodity 
at specified times in the future. In contrast the cash market provides 
potential buyers and sellers with the price for that commodity if it is 
delivered immediately. Normally, the prices in the futures market 
follow a predictable pattern with respect to the cash price for a 
commodity. Typically, as a contract for future delivery of a commodity 
gets closer to the time when the commodity is to be delivered under the 
contract (the expiration of the contract), the price of the futures contract 
gets closer to the price of the commodity in the cash market. The prices 
are said to “converge.” In recent years in the wheat market, however, 
the futures prices for wheat have remained abnormally high compared to 
the cash prices for wheat, and the relationship between the futures and 
cash prices for wheat has become unpredictable. Oftentimes the price of 
wheat in the Chicago futures market has failed to converge with the cash 
price as the futures contracts have neared expiration. 

The result has been turmoil in the wheat markets. At a time when 
wheat farmers were already being hit by soaring energy and fertilizer 
costs, the relatively high price of wheat futures contracts compared to 
the cash price, together with the breakdown in the relationship between 
the two prices and their failure to converge at contract expiration, have 
severely impaired the ability of farmers and others in the grain business 
to use the futures markets as a reliable guide to wheat prices and to 
manage price risks over time. 

Participants in the grain industry have complained loudly about the 
soaring prices and breakdowns in the market. “Anyone who tells you 
they’ve seen something like this is a liar,” said an official of the Farmers 
Trading Company of South Dakota. An official at cereal-maker Kellogg 
observed, “The costs for commodities including grains and energy used 
to manufacture and distribute our products continues to increase 
dramatically.” “I can’t honestly sit here and tell who is determining the 
price of grain,” said one Illinois fanner, “I’ve lost confidence in the 
Chicago Board of Trade.” “I don’t know how anyone goes about 
hedging in markets as volatile as this,” said the president of MGP 
Ingredients which provides flour, wheat protein, and other grain 
products to food producers. “These markets are behaving in ways we 
have never seen,” said a senior official from Sara Lee. A grab elevator 
manager warned, “Eventually, those costs are gobg to come out of the 
pockets of the American consumer.” 
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The inability of farmers, grain elevators, grain merchants, grain 
processors, grain consumers, and others to us? the futures market as a 
reliable guide to wheat prices and to manage their price risks over time 
has significantly aggravated their economic difficulties and placed an 
undue burden on the grain industry as a whole. 

This Report concludes there is significant and persuasive evidence 
that one of the major reasons for the recent market problems is the 
unusually high level of speculation in the Chicago wheat futures market 
due to purchases of futures contracts by index traders offsetting sales of 
commodity index instruments. To diminish and prevent this type of 
excessive speculation in the Chicago wheat futures market, the Report 
recommends that the CFTC phase out existing exemptions and waivers 
that allow some index traders to operate outside of the trading limits 
designed to prevent excessive speculation. 


A. Subcommittee Investigation 

To prepare this Report, the Subcommittee conducted a year-long, 
bipartisan investigation. As a first step, the Subcommittee obtained and 
analyzed price and trading data from a variety of agricultural futures and 
cash markets. The Subcommittee obtained, for example, daily and 
monthly wheat futures and cash price data from the CFTC, U.S. 
Department of Agriculture, Chicago Mercantile Exchange, Kansas City 
Board of Trade, and Minneapolis Grain Exchange. The Subcommittee 
also examined numerous historical materials on the operations and 
performance of the grain futures markets, and on the development and 
application of relevant statutes, regulations, and guidance. The CFTC 
provided extensive data on index trading, as well as information on the 
application of position limits and the granting of exemptions. The 
Subcommittee appreciates the cooperation and responsiveness of the 
exchanges and federal agencies. 

To understand the issues, the Subcommittee interviewed numerous 
experts and persons familiar with the wheat markets, agricultural 
commodity markets as a whole, and commodity indexes. The interviews 
included persons familiar with grain trading and actual traders from a 
wide range of organizations in the grain industry: farm organizations, 
grab elevator operators, grain merchants, grain processors, food 
manufacturers, and agricultural trade groups. The Subcommittee also 
interviewed farmers, market analysts, agricultural economists, academic 
experts, financial institutions, and exchange officials. The 
Subcommittee also benefited from a number of meetings and 
presentations provided by the CFTC. The Subcommittee appreciates the 
cooperation and assistance of these individuals, organizations, and 
agencies. 
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B. The Cash and Futures Markets for Wheat 

Wheat crops change hands primarily through cash transactions. 
There is no centralized cash market for wheat or other grains; the cash 
market exists wherever a grain elevator, grain merchant, grain consumer, 
or other participant in the grain industry posts a price to purchase or sell 
grain. Cash transactions take place all over the country, at all times of 
the day, either with or without the use of standardized contracts. In a 
common transaction, a grain elevator purchases wheat from a farmer for 
cash and then stores the wheat for sales throughout the year to grain 
processors. 

Wheat futures are sold on three regulated exchanges: the Chicago 
Mercantile Exchange (CME), the Kansas City Board of Trade 
(KCBOT), and the Minneapolis Grain Exchange (MGEX). Wheat 
traded on the Chicago exchange, known as “soft red winter” wheat, is 
used mainly for crackers, pie crusts, cakes, and biscuits. Wheat traded 
in Kansas City, known as “hard red winter” wheat, is primarily used to 
make flour for bread. The Minneapolis exchange trades “hard red 
spring” wheat, which also is used to make bread, biscuits, and rolls. 

All three of these futures exchanges offer standardized contracts to 
buy or sell standard amounts and types of wheat for which the only 
negotiated variable is the price. In the vast majority of cases, traders of 
wheat futures contracts do not take physical delivery of the wheat being 
bought or sold on the futures market Rather, the primary purpose of the 
futures market is to enable market participants to “discover" the price of 
wheat for delivery at specified times in the future, to purchase or sell 
such contracts for future delivery at such prices, and thereby to enable 
wheat market participants to protect their business activities against the 
risk of future price changes. 


C. Increasing Commodity Index Speculation 

A commodity index is calculated using the prices of the futures 
contracts for the commodities that make up the index. Each commodity 
within a commodity index is assigned a “weight,” and the contribution 
of each commodity toward the value of the index is calculated by 
multiplying the current price of the specified futures contract for that 
commodity by the assigned weight All of the major, broad-based 
commodity indexes include soft red winter wheat futures contracts 
traded on the Chicago exchange as one of their component commodities. 

The purchase of a financial instrument whose value is linked to a 
commodity index offers the buyer the potential opportunity to profit 
from the price changes in futures contracts for a broad spectrum of 
commodities, without having to actually purchase the referenced 
commodities. Typically, hedge funds, pension funds, and other large 
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institutions purchase these financial instruments with the aim of 
diversifying their portfolios, obtaining some protection against inflation, 
and profiting when commodity prices are rising. Since they art not 
involved in selling or buying actual commodities, and do not use these 
instruments to hedge or offset price risks regarding the actual use of the 
underlying commodities, the purchasers of commodity index 
instruments arc making a speculative investment 

The large growth in commodity index speculation is a recent 
phenomenon. It is only over the past six years that financial institutions 
have heavily marketed commodity index instruments as a way to 
diversify portfolios and profit from rising commodity prices. The total 
value of the speculative investments in commodity indexes has increased 
an estimated tenfold in five years, from an estimated $15 billion in 2003, 
to around $200 billion by mid-2008. 3 

The amount of speculation in the wheat market due to sales of 
commodity index instruments has, correspondingly, grown significantly 
over the past five years. CFTC data indicates that purchases by index 
traders in the largest wheat futures market, the Chicago Mercantile 
Exchange, grew sevenfold from about 30,000 daily outstanding 
contracts in early 2004, to a peak of about 220,000 contracts in mid- 
2008, before dropping off at year’s end to about 150,000 contracts. 
(Figure ES-1). The data shows that, during the period from 2006 
through 2008, index traders held between 35 and 50% of the outstanding 
wheat contracts (open long interest) on the Chicago exchange and 
between 20 and 30% of the outstanding wheat contracts on the smaller 
Kansas City Board of Trade. 

The presence of index traders is greatest on the Chicago exchange 
compared to the other two wheat exchanges, and is among the highest in 
all agriculture markets. In addition, neither of the other two wheat 
markets, nor any other grain market, has experienced the same degree of 
breakdown in the relationship between the futures and cash markets as 
has occurred in the Chicago wheat market. Accordingly, the 
Subcommittee focused its investigation on the role of index trading on 
the Chicago exchange and the breakdown in the relationship between 
Chicago wheat futures and cash prices. 


' This estimate reflects both the actual amounts invested in commodity index related instruments 
and the appreciation iu value of those investments due to increasing commodity prices. 


thousands of 
cnrtraas 


Outstanding Chicago Wheat Futures Contracts 
Purchased by Index Traders 
2004 - 2009 



Figure ES-1. Growth in index fund purchases of Chicago wheat futures contracts. Chan 
prepared by Permanent Subcommittee on Investigations. Data source: CFTC. 


D. Impact of Index Instruments on the Wheat Futures Market 

Commodity indexes have an indirect but significant impact on 
ttures markets. A commodity index standing alone is a computational 
evice unsupported by any actual assets such as futures or commodity 
oldings. Financial institutions that sell index investments, however, 
ave created three basic types of financial instruments tied to 
ommodity indexes: commodity index swaps, exchange traded funds 
ETFs), and exchange traded notes (ETNs). Commodity index swaps 
re sold by swap dealers and are the most common index instrument; 

TFs and ETNs offer index-related shares for sale on a stock exchange, 
he value of commodity index swaps, index -related ETFs, and index- 
tiated ETNs rises and falls with the value of the commodity index upon 
/hich each is based. 

Speculators who buy index instruments do not themselves 
urchase futures contracts. But the financial institutions who sell them 
le index instruments typically do. In the case of commodity index 
waps, for example, swap dealers typically purchase futures contracts for 
.11 commodities on which an index is based to offset their financial 
xposure from selling swaps linked to those futures contracts. CFTC 
lata shows that, over the past five years, financial institutions selling 
ommodity index instruments have together purchased billions of dollars 
vorth of futures contracts on the Chicago Mercantile Exchange. 
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The Subcommittee investigation has found that the large number 
of wheat futures contracts purchased by swap dealers and other index 
traders is a prime reason for higher prices in the wheat futures market 
relative to the cash market Commodity traders call the difference 
between the futures prices and the cash price “the basis.” Index traders 
typically do not operate in the cash market, since they have no interest in 
taking delivery or making use of a wheat crop. Instead, index traders 
operate in the futures markets, where they buy futures contracts to offset 
the index instruments they have sold. The additional demand for wheat 
futures resulting from these index traders is unrelated to the supply of 
and demand for wheat in the cash market 

In the Chicago wheat market, the result has been wheat futures 
prices that are increasingly disconnected from wheat cash prices. Data 
compiled by the Subcommittee shows that, since 2006, the daily gap 
between Chicago wheal futures prices and wheat cash prices (the basis) 
has been unusually large and persistent. Figure ES-2 presents this data 
for the last eight years. 


Chicago Wheat Prices 

Daily Difference Between Futures and Cash Price 
(Basis) 


un&foj 

250 




Figure ES-2. Increase in daily difference between futures and cash prices for Chicago 
wheat. Chart prepared by Permanent Subcommittee on Investigations. Data sources: 
CME (daily fuunes prices); MGEX (average daily cash prices). 


From 2000 through 2005, die average daily difference between the 
average cash and the futures price for soft red winter wheat traded on the 
Chicago exchange was about 25 cents. During the second half of 2008, 
in contrast, the price of the nearest wheat futures contract on the Chicago 
exchange was between $ 1 .50 and $2.00 per bushel higher than the 
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average cash price, an unprecedented price gap (basis). 4 During that 
period, the average cash price for soft red winter wheat ranged from 
$3.12 to $7.31 per bushel, while the futures price ranged from $4.57 to 
$9.24. The fundamentals of supply and demand in the cash market 
alone cannot explain this unprecedented disparity in pricing between the 
futures and cash markets for the same commodity at the same time. 

In addition, increasingly, the wheat futures prices on the Chicago 
exchange have not converged with the cash prices at the expiration of 
the futures contracts. Figure ES-3 shows the extent of this price gap 
(basis). 


Chicago Wheat Prices 

mum Difference Between Futures Price and Cash Price 

** in Chicago at Contract Expiration 



Figure ES-3. Increase in difference between futures and cash prices for Chicago wheat 
al futures contract expiration. Chan prepared by Permanent Subcommittee on 
Investigations. Data sources: CME (daily futures prices) and USDA (cash prices al 
Chicago). 


The data underlying this chart shows that the average difference 
between the cash and futures price at contract expiration at the delivery 
location in Chicago for the Chicago wheat futures contract rose from an 
average of about 13 cents per bushel in 2005 to 34 cents in 2006, to 60 
cents in 2007, to $ 1 .53 in 2008, a tenfold increase in four years. 

In the same period during which these pricing disparities occurred, 
CFTC data shows a very large presence of index traders in the Chicago 
wheat market Since 2006, index traders have held between one-third 
and one-half of all of the outstanding purchased futures contracts (“long 
open interest”) for wheat on the Chicago exchange. For most of 2008, 
the demand for Chicago wheat futures contracts from these index 

4 Typically, traders define basis as the difference between the cash and futures price (basis — cash 
- futures). In this Report, the basis is defined as the difference between the futures and cash 
price (basis ■ futures- cash) in order to give a positive value to the basis when the futures price 
is higher than the cash price, as it typically is in the wheat market. 
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investors was greater than the supply of wheat futures contracts from 
commercial firms selling grain for future delivery. During July 2008, 
for instance, index traders buying wheat futures contracts held, in total, 
futures contracts calling for the delivery of over 1 billion bushels of 
wheat, while fanners, grain elevators, grain merchants, and other 
commercial sellers of wheat had outstanding futures contracts providing 
for the delivery of a total of only about 800 million bushels of wheat 
Under these circumstances, the additional demand from index traders for 
contracts for future delivery of wheat bid up the futures prices until 
prices were high enough to attract additional speculators willing to sell 
the desired futures contracts at the higher prices. 

The investigation found that, in 2008, the greater demand for 
Chicago wheat futures contracts generated by index traders was a 
significant factor in the relative increase in the wheat futures price 
compared to the cash price (the basis) during that period. In addition, a 
significant cause of the resulting price disparity between the futures and 
cash markets, which was far greater than the normal gap between futures 
and cash prices, was the purchases of Chicago wheat futures by index 
traders. 


E. Undue Burden on Interstate Commerce 

The ongoing pricing discrepancy between wheat futures and cash 
market prices has exacerbated many of the recent economic difficulties 
facing fanners, grain elevators, grain merchants, and grain end-users. 

Over the past few years, the prices of many agricultural 
commodities - like the prices of commodities in general - experienced 
an unprecedented spike and subsequent collapse. For example, the cash 
price of wheat rose from just over $3 per bushel in mid-2006, to over 
SI 1 per bushel in early 2008, before collapsing to about $3.50 per bushel 
at the end of 2008. Figure ES-4 shows the average daily cash price of 
wheat from 2000 to 2008, including the spike in the price of wheat 
during 2007 and 2008. 
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j/bushel Dally Cash Price of Wheat 



Figure ES-4. The average daUy cash price of soft red winter wheat, the type of wheat 
traded on the Chicago Mercantile Exchange. Chart prepared by Permanent 
Subcommittee on investigations. Data source: MGEX (daily cash index price). 


A wide variety of factors contributed to the price volatility in the 
cash market for wheat, including poor weather, changes in agricultural 
productivity, an increasing demand for commodities in developing 
countries, changing dietary habits, increasing energy prices, and changes 
in the value of the dollar compared to other currencies. 

Wheat prices in the cash market rose steadily from 2004 to 2008, 
in part due to steep increases in the price of energy, particularly oil, 
gasoline, natural gas, and diesel fuel, which sharply increased the costs 
of forming, transporting grain to markets, and grain processing. 

Although grain prices in the cash market eventually rose to record highs, 
farmers and grain merchants often were unable to realize the benefits of 
those higher prices due to the higher costs. In March 2009, for example, 
USDA reported that although wheal was selling for very high prices by 
historical standards, the increase in fuel and fertilizer costs had “offset 
this unprecedented runup in wheat prices for producers.” 

During this same period, futures prices also rose. The steep 
increases in cash and futures prices severely affected the grain industry 
in several ways. First, higher futures prices resulted in higher margin 
calls for wheat farmers, grain elevators, and other sellers of wheat that 
had hedged in the futures markets, requiring them to make much larger 
cash outlays than normal. The National Grain and Feed Association 
estimated, for example, that a typical grain elevator faced a 300% 
increase in hedging costs in 2008, compared to 2006. It stated that 
“recent commodity price increases have led to unprecedented borrowing 
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by elevators - and unprecedented lending by their bankers - to finance 
inventory and maintain hedge margins.” According to the Federal 
Reserve Bank of Kansas City, in the first quarter of 2008, the Farm 
Credit System “raised $10 billion in funds through the sale of debt 
securities to meet increasing demand from elevators and other 
processing and marketing entities.” In April 2008, the Federal Reserve 
Bank of Kansas City reported that nearly one-quarter of all grain 
elevators it surveyed were struggling to acquire the cash needed to 
manage margin calls; about 40% stated they had “enough cash to just 
manage current margin calls.” 

The cash flow problems confronting many grain elevators directly 
affected farmers, as those elevators began to reduce their cash purchases, 
pull back on forward contracts offered to farmers, and lower the cash 
prices offered for crops. Some began to require farmers to pre-pay for 
seed and fertilizer, causing cash flow problems for fanning operations. 
Farmers participating directly in the futures market also were subject to 
rising margin calls. One wheat farmer explained, “If you’ve got 50,000 
bushels hedged and the market moves up 20 cents, that would be a 
$10,000 day. If you only had $10,000 in your margin account, you'd 
have to sit down and write a check. You can see $10,000 disappear 
overnight . . . Everybody has a story about a guy they know getting 
blown out of his hedge.” 

Other problems arose from the unusually large and persistent gap 
between the futures and cash prices for wheat and the failure of the two 
prices to converge as futures contracts expired. This persistent pricing 
difference and lack of convergence meant that farmers, grain elevators, 
grain merchants, and others who had used the futures market to hedge 
their future sales found that when they went to sell their wheat, the cash 
prices were much lower than they had anticipated based upon the futures 
market This persistent price gap significantly impaired the ability of 
fanners and others to protect themselves from declining prices during 
the dramatic price decreases experienced during the second half of 2008. 
It also meant that wheat industry participants could no longer rely on the 
futures markets to reliably price their crops and effectively manage their 
price risks over time. 

In a properly functioning futures market, futures and cash prices 
converge as futures contracts near expiration. Otherwise, if one price 
were higher, a trader could buy the commodity in the lesser-priced 
market and immediately sell it in the higher-priced market for a quick 
profit Those types of transactions would soon equalize the two prices. 
But on many occasions during the last few years in the Chicago wheat 
market the two prices have not converged. 

One key reason is that the large price disparity between the cash 
and futures price makes it much more profitable for grain merchants to 
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buy grain in the cash market, hold onto it, and then sell it later - at the 
price of the higher-priced futures contracts - than engage in the type of 
transactions described above between the cash and futures market that 
would make the two prices converge. In addition, the large price 
disparity means that merchants who already have grain in storage and 
have hedged that grain by selling futures contracts could suffer a loss if 
they decided to actually sell their grain in the cash market, because they 
also would have to buy back the futures contract at a higher price than 
they could get for selling their grain in the cash market. 

Virtually all of the traders interviewed by the Subcommittee, from 
all perspectives within the grain business, identified the large presence 
of index traders in the Chicago market as a major cause of the price 
convergence problem. This ongoing problem indicates that at a 
fundamental level the Chicago wheat futures market no longer 
effectively serves the needs of many wheat growers or commercial 
wheat users. 

Still another set of problems caused by excessive speculation in the 
wheat market and the disconnect between wheat futures and cash prices 
affects the federal crop insurance program. Federal crop insurance, 
which is supported with taxpayer dollars, is available to farmers who 
want to cover potential financial losses due to bad weather or crop 
disease. Several types of federal crop insurance use futures prices to 
determine how much money should be paid to a farmer who has 
purchased coverage and suffered a loss in crop income. Futures prices 
are used in the formulas that calculate both the insurance premiums to be 
paid by farmers aod the indemnity payments made to fanners after an 
insurance claim. Because they are included in the calculations, futures 
market prices that are significantly higher than actual cash prices impair 
the accuracy of the insurance formulas and can inflate the final figures. 
Futures prices that are much higher than the prices in the cash market 
and that do not closely follow the prices in the cash market can increase 
both the crop insurance premiums paid in part by farmers and can either 
increase or decrease the ultimate insurance payout to the farmer — 
thereby either resulting in too large a payout from a taxpayer-funded 
program or too small a payout to the farmer who has paid for the 
insurance. Either scenario undermines the effectiveness of the crop 
insurance program. 

The ongoing large gap between wheat futures prices and cash 
prices is a problem of intense concern to the wheat industry, the 
exchanges, and the CFTC. The CFTC has conducted several public 
hearings and recently formed a special advisory subcommittee to make 
recommendations on how best to address the problem. The Chicago 
exchange has amended its wheat contract in several respects - to provide 
for additional delivery locations, to increase the storage rate for wheat, 
and to change certain specifications for deliverable wheat - in an effort 
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to improve trading and create a more active cash market that will force 
cash and futures prices to converge. 

These actions to date, however, do not address one of the 
fundamental causes of the problem - the large presence of index traders 
in the Chicago wheat market. These index traders, who buy wheat 
futures contracts and hold them without regard to the fundamentals of 
supply and demand in the cash market for wheat, have created a 
significant additional demand for wheat futures contracts that has as 
much as doubled the overall demand for wheat futures contracts. 
Because this significant increase in demand in the futures market is 
unrelated to any corresponding supply or demand in the cash market, the 
price of wheat futures contracts has risen relative to the price of wheat in 
the cash market. The very large number of index traders on the Chicago 
exchange has, thus, contributed to “unwarranted changes” in the prices 
of wheat futures relative to the price of wheat in the cash market. These 
“unwarranted changes” have, in turn, significantly impaired the ability 
of fanners and other grain businesses to price crops and manage price 
risks over time, thus creating an undue burden on interstate commerce. 
The activities of these index traders constitute the type of excessive 
speculation that the CFTC should diminish or prevent through the 
imposition and enforcement of position limits as intended by the 
Commodity Exchange Act 


F. Trading Limits on Index Traders 

The Commodity Exchange Act (CEA) directs the CFTC to prevent 
excessive speculation in the futures markets. Specifically, Section 4a(a) 
of the CEA requires the CFTC to establish and maintain “position 
limits” on commodity traders to prevent the undue burden on interstate 
commerce that results from “sudden or unreasonable fluctuations or 
unwarranted changes” in the price of a commodity caused by excessive 
speculation. Pursuant to this statutory mandate, the CFTC has 
established position limits for the agricultural commodities traded on 
futures markets such as wheat, com, oats, and soybeans. These position 
limits specify the maximum number of outstanding futures contracts that 
any single trader can hold at any particular time. For example, the 
CFTC has generally prohibited any single trader from holding more than 
6,500 wheat futures contracts at any one time. Prior to 2005, the 
maximum number of contracts that could be held at any one time was 
5,000 contracts. 

Over the course of many years, the CFTC has made a number of 
decisions that have enabled certain index traders to hold more than the 
current limit of 6,500 wheat futures contracts. The first set of decisions 
resulted in the CFTC’s granting position limit exemptions to swap 
dealers selling commodity index swaps. Although die CEA directs the 
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CFTC to impose trading limits to prevent excessive speculation, section 
4a(c) of the Act also states that these limits are not to be applied to 
“transactions or positions which are shown to be bona fide hedging 
transactions or positions.” The CEA provides the CFTC with the 
discretion to define the term "bona fide hedging transaction" in order to 
“permit producers, purchasers, sellers, middlemen, and users of a 
commodity or a product derived therefrom to hedge their legitimate 
anticipated business needs for that period of time into the future for 
which an appropriate futures contract is open and available on an 
exchange.” 

Initially, the CFTC limited the concept of a bona fide hedging 
transaction to transactions directly linked to the business needs of the 
producers, marketers, and users of a physical commodity in the cash 
market But after Congress directed the CFTC, in 1 986, to consider 
expanding its definition to include persons using the futures markets to 
manage risks associated with financial investment portfolios, the CFTC. 
issued a series of clarifications and interpretations which, in effect, 
expanded the definition to include trading strategies to reduce financial 
risks, regardless of whether a matching transaction ever took place in a 
cash market for a physical commodity. 

In 1991, using this expanded definition, the CFTC granted the first 
exemption from speculative trading limits to a swap dealer seeking to 
buy futures contracts to hedge its financial exposure to commodity index 
swaps it had sold to third parties. According to CFTC data provided to 
the Subcommittee, the CFTC has currently issued four hedge 
exemptions to swap dealers seeking to buy wheat futures. Those 
exemptions permit the swap dealers to exceed the 6,500 position limit 
and hold up to 10,000, 17,500, 26,000, and 53,000 wheat futures 
contracts to hedge their exposures to commodity index swaps that 
reference wheat futures prices. In addition, in 2006, the CFTC staff took 
another step by issuing two “no-action” letters permitting the manager of 
one index-related exchange traded fund (ETF) to hold up to 1 1,000 
wheat futures contracts and another fund manager to hold up to 1 3,000 
wheat futures contracts. 

Together, these hedge exemptions and no-action letters permit six 
index traders to hold a total of up to almost 130,000 wheat futures 
contracts at any one time. Absent these waivers from the position limits, 
these six index traders would have been limited to a total of about 
39,000 wheat futures contracts at a time, or less than one-third of the 
contracts that they are now permitted to hold. 

CFTC data indicates that, from 2006 to mid-2008, the total 
number of outstanding contracts (long open interest) attributable to 
commodity index traders in the wheat market was about 200,000 
contracts. That means that the six index traders granted waivers 
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from the trading limits may have held up to about 60% of all the 
outstanding wheat contracts held by index traders. 

In directing the CFTC to consider granting position limit 
exemptions to firms using the futures markets to manage price risks 
associated with financial portfolios, Congress emphasized that the 
Commission’s actions should remain consistent with its mandate to 
prevent excessive speculation from causing unreasonable or unwarranted 
changes in the prices of commodities traded on the futures exchanges. 
Because the large amount of index investments in the Chicago wheat 
futures market have been one of the major causes of “unreasonable or 
unwarranted” changes in wheat futures prices relative to cash prices, the 
granting of exemptions and waivers to index traders is inconsistent with 
the CFTC’s statutory mandate to prevent excessive speculation on 
futures exchanges. Accordingly, the Report recommends that the CFTC 
no longer waive position limits for index traders and, in addition, begin 
an orderly phase-out of the existing waivers. 

If the CFTC were to phase out the exemptions and waivers granted 
to index traders in the wheat market, those traders would become subject 
to the position limits for wheat futures contracts that generally apply and 
would be unable to hold more than 6,500 wheat contracts at any one 
time. The strict enforcement of the 6,500 contract limit should reduce 
the presence of index traders in the Chicago wheat futures market and 
help bring the futures market into better alignment with the cash market 

Restoring the 6,500 position limit to index traders may not, 
however, fully solve the pricing problems in the Chicago wheat futures 
market and eliminate the problems in the market exacerbated by 
excessive speculation. CFTC data indicates that at most 60% of the total 
outstanding wheat contracts (long open interest) which can be attributed 
to index investors would be affected by restoring the 6,500 limit If 
pricing problems persist in the wheat market after the phase-out of these 
waivers, and after implementation of other actions being taken by the 
Chicago exchange, the CFTC should consider imposing additional 
restrictions on index traders to reduce their presence, such as by 
restoring the pre-2005 position limit of 5,000 wheat contracts per index 
trader to reduce their aggregate impact on wheat futures prices. 


G. Other Commodities 

The wheat market illustrates how a large amount of index trading 
on a futures exchange can significantly impair the ability of the futures 
market to perform its primary purposes - to enable commercial market 
participants, including fanners, grain elevators, grain merchants, and 
consumers, to efficiently price their commodities and manage their price 
risks over time. The Subcommittee investigation was made possible in 
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large part by the availability of data compiled by the CFTC on index 
trading in the wheat market Comparable data on index trading in non- 
agricultural markets, including for crude oil, natural gas, and other 
energy commodities, is not presently available. The data problem is due 
in part to the complexity of the over-the-counter (OTC) energy market 
the associated difficulty in tracing index trading in that market and the 
difficulty in assessing the impact of OTC energy trades on regulated 
energy futures exchanges. To understand the role of index trading in 
energy and other non-agricultural commodity markets, the CFTC will 
need to improve its data collection and analysis efforts for both the OTC 
markets and index trading. Given the importance of this issue, despite 
the difficulties, the CFTC should undertake this effort to bring additional 
transparency to the impact of index trading on energy futures markets. 


H. Findings and Recommendations 

Based upon the Subcommittee’s investigation, the Report makes 
the following findings of fact and recommendations to diminish or 
prevent excessive speculation in the wheat market 

Findings of Fact. 

(1) Excessive Speculation in Wheat The large number of 
wheat futures contracts purchased and held by commodity 
index traders on the Chicago futures exchange over the last 
five years constituted excessive speculation. 

(a) Index Traders Increased Futures Prices Relative to 
Cash Prices. The large number of wheat futures 
contracts purchased by index traders on the Chicago 
exchange created additional demand for those contracts 
and was a major contributing factor in the increasing 
difference between wheal futures prices and cash prices 
from 2006 to 2008. 

(b) Index Traders Impeded Price Convergence. Over 
the past few years, the large number of Chicago wheat 
futures contracts purchased by index traders has been a 
major cause of the frequent failure of wheat futures and 
cash prices to converge upon contract expiration. 

(c) Unwarranted Price Changes. The additional demand 
for Chicago wheat futures contracts attributable to 
commodity index traders contributed to “unreasonable 
fluctuations or unwarranted changes” in wheal futures 
prices, resulting in an abnormally large and persistent 
gap between wheat futures and cash prices (the basis). 
Largely as a result of index trading, the average 
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difference between the cash and futures price at 
contract expiration rose from 13 cents per bushel in 
2005, to 34 cents in 2006, to 60 cents in 2007, to $1.53 
in 2008, a tenfold increase in four years. 

(d) Undue Burden on Commerce. The unwarranted 

changes in wheat prices resulting from the large amount 
of index trading in the Chicago wheat futures market 
created an undue burden on interstate commerce. This 
undue burden was imposed on fanners, grain elevators, 
grain merchants, gTain processors, and others by 
impeding useful hedging strategies, imposing 
significant unanticipated costs, and providing 
inaccurate indications of expected prices in the wheat 
markets. 

(2) CFTC Waivers Facilitated Excessive Speculation, CFTC 
actions to waive position limits for commodity index traders 
facilitated excessive speculation in the Chicago wheat futures 
market. Waiving position limits for these index traders is 
inconsistent with the CFTC’s statutory mandate to maintain 
position limits to prevent excessive speculation. 

(3) Inflated Futures Prices Affect Crop Insurance. Because 
federal crop insurance, which is backed with taxpayer dollars, 
uses futures prices in its calculations, inflated futures prices 
can inflate insurance premiums, whose cost is shared by 
fanners and taxpayers, and impair the accuracy of the formulas 
used to determine the payouts to farmers, resulting in either 
overpayments or underpayments. 

(4) Poor Data Impedes Analysis. There is a lack of adequate 
data on the number of futures contracts purchased by 
commodity index traders for non-agricultural commodities like 
crude oil. Improved data is essential to analyze the extent to 
which index traders may be contributing to higher futures 
prices and excessive speculation in crude oil and other 
markets. 

Recommendations. 

(1) Phase Out Existing Wheat Waivers for Index Traders. 

The CFTC should phase out existing waivers, granted through 
exemptions or no-action letters, which permit commodity 
index traders to exceed the standard limit of 6,500 wheat 
contracts per trader at any one time, and re-apply the standard 
position limit designed to prevent excessive speculation in the 
wheat market. 
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(2) Take Further Action If Necessary. If pricing problems in 
the Chicago exchange persist after the phase-out of index 
trader waivers and after implementation of other actions being 
taken by the Chicago exchange, the CFTC should consider 
imposing additional restrictions on commodity index traders 
to reduce excessive speculation, such as by imposing a 
position limit of 5,000 wheat contracts per index trader. 

(3) Analyze Other Agricultural Commodities. The CFTC 
should undertake an analysis of other agricultural commodities 
to determine whether commodity index traders have increased 
futures prices compared to cash prices or caused price 
convergence problems, and whether position limit waivers for 
index traders should be phased out to eliminate excessive 
speculation. 

(4) Strengthen Data Collection for Non-Agricultural 
Commodities. The CFTC should develop reliable data on the 
extent to which commodity index traders purchase non- 
agricultural commodity futures contracts, especially crude oil 
and other energy commodities. Once this data is collected, the 
CFTC should evaluate the impact of index trading in these 
markets, and whether position limits for index traders should 
be phased in to eliminate excessive speculation. 


The following sections of this Report present detailed information 
on how, in recent years, the high level of commodity index trading in the 
wheat market constituted excessive speculation. Section II describes the 
wheat futures and cash markets, and recent pricing trends that have 
caused turmoil among wheat producers, merchants, and consumers. 
Section III provides general information about hedging and speculation 
in the commodity markets, and why price convergence is important to 
commercial users of the wheat market Section IV explains how 
commodity index trading works, its impact on the futures markets, and 
how the CFTC has facilitated index trading by waiving position limits 
for wheat and other agricultural commodities. Section V details the 
evidence indicating how commodity index trading has been one of the 
major causes of unwarranted price fluctuations and an undue burden on 
interstate commerce, and thereby constituted excessive speculation in 
the wheat market. Section VI describes how inflated futures prices 
affect the federal crop insurance program. 
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450 economists tell the G20: regulate speculation on food prices 

11 October 2011 

Dear G20 Finance Ministers, 

We write to you ahead of the October meeting of the G20 Finance Ministers to urge you to commit with 
your counterparts to take effective action to curb excessive speculation on food commodities Excessive 
financial speculation is contributing to increasing volatility and record high food prices, exacerbating 
global hunger and poverty. 

While there are many pressures on food prices, fundamental changes in supply and demand cannot fully 
account for the dramatic price fluctuations that have occurred in recent years. 

In June, a report for the G20 by international organisations including the IMF and the OECD noted that 
"too much speculation can cause frequent and erratic price changes' in futures markets. Evidence 
suggests that financial speculators are less likely to make trading decisions based on information 
regarding supply and demand and are more prone to herding behaviours than commercial traders. 
Excessive speculation undermines the price discovery function of futures markets, driving real prices 
away from levels determined by supply and demand. 

The High Level Panel of Experts on food security for the Committee on World Food Security at the FAO 
reported in July that "tighter regulation of speculation is necessary." The panel suggested that "Increasing 
transparency, by requiring exchange trading and clearing of most agricultural commodity contracts, and 
setting lower limits for noncommercial actors could be the first set of measures taken by the countries that 
house major commodity exchanges." 

Increasing market transparency is vital, but will not go far enough to tackle excessive financial 
speculation. We therefore urge you to support the establishment of position limits to cap the proportion of 
agricultural commodity derivatives markets that can be held by financial speculators. Limits could be set 
at a level that would maintain sufficient liquidity in the markets while preventing an excessive 
concentration of purely financial actors. The US has already passed legislation including provisions to 
introduce such limits and the G20 should act to prevent regulatory arbitrage between exchanges. 

Position limits would be more effective in tackling excessive speculation than position management 
powers, which rely on the use of judgement by exchanges and provide little assurance that powers will be 
exercised effectively Clear limits would provide regulatory certainty, promoting stable and sustainable 
derivatives markets to the benefit of food producers, consumers and broader economic stability 
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With around 1 billion people enduring chronic hunger worldwide, action is urgently needed to curb 
excessive speculation and its effects on global food prices. 

Yours sincerely. 

cc: Michel Bamier, European commissioner for internal market and services 

Signed 

Mr Abdulhafiz Ahmed Abdisubhan, Finance and Economic Development Bureau, ETHIOPIA 

Charles Abugre, Regional Director (Africa), The United Nations Millennium Campaign, Nairobi, KENYA 

Prof Nicola Acocella, Department of Methods and Models for Economics, Territory and Finance, Faculty 
of Economics, University of Rome, ITALY 

Dr Funda Rana Adacay, Associate Professor in Economics, Anadolu Univeristy, Eskisehir, TURKEY 

Dr Ipek lllkkaracan Ajas, Associate Professor of Economics, Istanbul Technical University. TURKEY 

Dr Alpaslan Akcoraoglu, Associate Professor of Economics, Gazi University, TURKEY 

Prof A. Haroon Akram-lodhi, Chair of the Department of International Development Studies, Trent 
University Peterborough, CANADA 

Mr Tanweer Alt, Lecturer in Finance, Empire State College, State University of New York, USA 

Marzouq Alnusf, Department of Economics, University of Massachusetts at Amherst, USA 

Wilfried Altzinger. Department of Economics, Vienna University of Economics, AUSTRIA 

Dr Francisco Alvarez Cuadrado, Associate Professor, Department of Economics, McGill University. 
CANADA 

Dr Rui Henrique Alves, Assistant Professor at the Faculty of Economics, University of Porto. PORTUGAL 

Dr Bruno Amoroso, Department for Society and Globalization Roskilde, University Denmark. DENMARK 

Prof Paolo Andrei, Professor in Business Economics, University of Parma, ITALY 

Rania Antonopoulos, Senior Scholar and Director of Gender Equality and the Economy Program, Levy 
Economics Institute, USA 

Dr Ozlem Arpac Arconian, Department of Economics, School of Oriental and African Studies, University 
of London, UK 

Prof Alessandro Arrighetti, Professor of Economics, University of Parma, ITALY 

Prof Wiji Arulampalam, Department of Economics, University of Warwick, UK 

Prof Thankom Arun, Director of Institute of Global Finance and Public Policy, Lancashire Business 
School. University of Central Lancashire. UK 
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Dr Michael Ash, Associate Professor of Economics and Public Policy and Chair, Department of 
Economics, University of Massachusetts Amherst, USA 

Prof Venkatesh Athreya, Professor of Economics, Bharathidasan University, Tiruchirapalli, INDIA 
Jonathan Adabre Ada, Policy Analyst Integrated Social Development Centre. GHANA 
Fiona Atkins, Lecturer in Economics, Birkbeck University of London, UK 

Dr Rohit Azad, Assistant Professor, Faculty of Economics, South Asian University, New Delhi. INDIA 

Prof M V. Lee Badgett. Professor of Economics and Director for Center for Public Policy and 
Administration, University of Massachusetts Amherst, USA 

Dean Baker, Co-Director. Center for Economics and Policy Research, USA 

Dr Dean Baker, Center for Economic and Policy Research, Washington. DC, USA 

Prof Radhika Balakrishnan, Professor of Women's and Gender Studies Rutgers, The State University of 
New Jersey, former Professor of Economics and International Studies at Marymount Manhattan College, 
USA 

Prof Erol Balkan, Professor of Economics. Hamilton College, New York, USA 

Dr Nesecan Balkan, Department of Economics. Hamilton College. USA 

Dr Nina Banks, Associate Professor of Economics. Bucknell University, USA 

Prof Drucilla K Barker. Director Women's & Gender Studies, Phd in Economics, University of South 
Carolina, Columbia, USA 

Prof David Barkin, Distinguished Professor of Economics, Universidad Autonoma Metropolitana- 
Xochimilco, Mexico City, MEXICO 

Dr John Bamshaw, Department of Sociology, University of South Florida, USA 

Dr Stephanie Barrientos, Senior Lecturer, Institute of Development Policy and Management, Associate 
Director Brooks World Poverty Programme, University of Manchester, UK 

Michael Barrow, Senior Lecturer in Economics. School of Business, Management and Economics, 
University of Sussex, UK 

Prof Hans-Heinrich Bass, Professor of International Economics, Bremen University of Applied Sciences, 
GERMANY 

Dr PL Beena, ICSSR General Fellow, Institute for Studies in Industrial Development, New Delhi, INDIA 

Riccardo Bellofiore, Department of Economic Science, University of Bergamo. ITALY 

Prof Lourdes Beneria, Professor Emerita. Department of City and Regional Planning, Cornell University 
USA 

Prof Gunseli Berik, Economics Department, University of Utah, USA 
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Prof Jacques Berthelot, Emeritus professor of Economics, Ecole Nationale Superieure Agronomique de 
Toulouse. FRANCE 

Prof Sheila B'nalla, Professor at the Institute for Human Development. New Delhi, INDIA 

Dr Ravi Bhandari, Associate Professor and Chevron Chair of Development Economics, Saint Map/’s 
College of California, USA 

Prof Cyrus Bina, Distinguished Research Professor of Economics. University of Minnesota. USA 

Dr Stephanie Blankenburg, Department of Economics and CISD, School of Oriental and African Studies. 

UK 

Prof Patrick Bond, Professor of Development Studies, University of KwaZulu-Natal, SOUTH AFRICA 

Dr A. J. C Bose, Associate Professor. Department of Economics. Shri Ram College of Commerce, 
University of Delhi, INDIA 

Sam Boshra, Economist and former Income Analyst with Statistics Canada, CANADA 

Dr Roger Even Bove, Department of Economics & Finance, West Chester University, USA 

Dr Christopher Bowdler, University Lecturer in Economics and Feliow of Oriel College, University of 
Oxford, UK 

Dr James K, Boyce, Department of Economics, University of Massachusetts, Amherst, USA 

Dr Manuel Branco, Associate Professor of Economics, University of Evora. PORTUGAL 

Prof Luiz Carlos Bresser-Pereira, Professor Emeritus of Economics. Getulio Vargas Foundation, Sao 
Paulo, BRAZIL 

Dr Kate Bronfenbrenner, Senior Lecturer, Cornell School of Industrial and Labor Relations, USA 

Dr Reiner Buchegger, Associate Professor, Johannes Kepler University, AUSTRIA 

Dr Jorge Buzaglo, Associate Professor of Economics, University of Goteburg, SWEDEN 

Prof Antonio Caliari, Sigmund M. and Mary B. Hyman Professor of Economics, and Director of the Local 
Economy Center. Franklin and Marshall College, Lancaster, USA 

Prof Jim Campen, Professor Emeritus of Economics, University of Massachusetts. Boston, USA 

Dr Michele Cangiani, Associate Professor of Economic Sociology, Foscari Venezia University, ITALY 

Dr Michael Carter, Associate Professor of Economics, Chair of Economics Department, University of 
Massachusetts, Lowell, USA 

Prof Carlos Nuno Castel-Branco, Director of Institute of Social Economics Studies, MOZAMBIQUE 
Prof Sergio Cesaratto, Professor of Economics University of Siena, ITALY 
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Rakesh Chandra. Junior Research Fellow, Center for the Study of Regional Development, Jawahar Lai 
Nehru University, New Delhi, INDIA 

Shouvik Chakaraborty, Assistant Professor, Indian School of Business and Finance (ISBF), New Delhi, 
INDIA 

Malini Chakravarty. Senior Economist. International Development Economics Associates (IDEAs), New 
Delhi. INDIA 

Prof Nirmal K. Chandra, Professor of Economics (Retd), Indian Institute of Management Calcutta. INDIA 

Prof C. P- Chandrasekhar, Centre for Economic Studies and Planning Jawaharial Nehru University New 
Delhi, INDIA 

Dr Ha-Joon Chang, Reader, Faculty of Economics, University of Cambridge, UK 

Dr Anup Chatterjee. Associate Professor in Economics, ARSD College, University of Delhi, INDIA 

Prof Monojit Chatterji, Bonar Professor of Apllied Economics, University of Dundee, UK and Bye Fellow in 
Economics and Director of Studies in Economics, Sidney Sussex College, Cambridge, U K 

Prof Sudip Chaudhun, Professor of Economics, Indian Institute of Management, Calcutta, INDIA 

Pallavi Chavan, Economist INDIA 

Prof Robert Chemomas, Department of Economics. University of Manitoba, CANADA 

Dr Lynne Chester, Department of Political Economy, University of Sydney, AUSTRALIA 

Prof Victoria Chick, Emeritus Professor of Economics, University College London, UK 

Prof Wittayakorn Chiengkul, Professor of Political Economy, Dean of Social Innovation College, Rangsit 
University, THAILAND 

Prof Anis Chowdhury, Professor of Economics. University of Western Sydney, and Co-editor of the 
Journal of the Asia Pacific Economy. AUSTRALIA 

John Christensen, Economic Adviser and Director, Tax Justice Network, London, UK . 

Kimberly Christensen, Visiting Faculty Member in Economics and Public Policy, Sarah Lawrence College 
in Bronxville, New York, USA 

Dr Mammen Chundamannil, Head of Forest Economics. Kerala Forest Research Institute, INDIA 
Dr Edward J. Clay, Senior Research Associate. Overseas Development Institute, London, UK 
Prof Pavei Isa Contreras, Professor of Economics. Santo Domingo, DOMINICAN REPUBLIC 
Eileen Cook, Scottish Agricultural College, Scotland, UK 

Dr Eugenia Correa. Department of Economics, National Autonomous University of Mexico, MEXICO 
Prof Marcella Corsi, Professor of Economics, Sapienza University of Rome, ITALY 
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Prof Carmen Costea, Professor of International Business and Commerce, ASE Bucharest. Founder and 
President of Alternative Sciences Association, ROMANIA 

Prof Christopher Cramer. Professor of the Political Economy of Development. SOAS. UK 

Prof James Crotty, Professor Emeritus of Economics and Helen Sheridan Memorial Scholar, UMASS 
Amherst, USA 

Antonio Cuerpo, Economist and Researcher, University Complutense of Madrid, SPAIN 

Dr Carlo D'lppoliti, Assistant Professor of Economics, Sapienza University of Rome, ITALY 

Dr Omar S Dahi, Assistant Professor of Economics. Hampshire College, USA 

Dr Gareth Dale, Senior Lecturer in Politics & International Relations, Brunei University, London, UK 

Dr Anita Danes, Assistant Professor, Department of Economics, Western New England University. USA 

Dr Charles Danreuther, School of Politics and International Studies, University of Leeds, UK 

Dr Guglielmo Forges Davanzaii, Associate Professor of Economics, Faculty of Political Sciences, 
University of Salento, Lecce, ITALY 

Prof Chuck David, Professor of Labor Studies, Indiana University, USA 

Paul Davidson, Editor of Journal of Post Keynesian Economics, Fellow at Bernard Schwartz Center for 
Economic Policy Analysis, USA 

Prof Joaquim P. de Andrade, Professor of Economics. University of Brasilia, BRAZIL 

Dr Elisabetta de Antoni, Associate Professor, Department of Economics, Trento University, ITALY 

Dr Catherine de Fontenay, Associate Professor. Melbourne Business School, University of Melbourne, 
AUSTRALIA 

Dr Jan-Emmanuel De Neve. Assistant Professor in Political Economy and Behavioural Science, 
University College London, UK 

Prof Carmen Diana Deere, Distinguished Professor of Food & Resource Economics and Latin American 
Studies, University of Florida, USA 

Benny Dembitzer, Visiting Lecturer in Macroeconomic Theory, Greenwich Business School, University of 
Greenwich, UK 

Dr Firat Demir, Assistant Professor of Economics, University of Oklahoma, USA 

Dr Andy Denis. Senior lecturer in political economy. City University London, UK 

Dr Richard Denniss, Executive Director, The Australia Institute, AUSTRALIA 

Prof Radhika Desai, Author. Department of Political Studies. University of Manitoba, CANADA 


Prof Sergio Destefanis, Professor of Economics, University of Salerno. ITALY 
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Dr Stephen Devereux, Research Fellow, Institute of Development Studies, University of Sussex . UK 

Ashok M Dhareshwar, Retired World Bank Economist and visiting faculty at Indian Institute of 
Management, Calcutta 

Swati Dhingra, Lecturer in Economics, London School of Economics, UK 

Prof Robert Dixon, Professor of Economics, University of Melbourne, AUSTRALIA 

Prof Thomas L. Dobbs, Professor Emeritus of Economics, South Dakota State Univeristy, USA 

Jose Domingo Villadeamigo, Research Fellow, CEPED. Institute of Economics, FCE-UBA, ARGENTINA 

Prof Daniel Drache. Senior Research Fellow and Professor of Political Science, Robarts Centre for 
Canadian Studies, CANADA 

Sarah Dustin, Independent Scholar, University of New Hampshire, USA 

Prof Amrtava Krishna Dutt, Professor of Economics and Political Science, University of Notre Dame, USA 

Dr Graham Dyer, Economics Department SOAS, University of London, UK 

Prof Gary A Dymski. Professor of Economics. University of California, Riverside, USA 

Dr Michael Edwards, Senior Lecturer in the Economics of Planning and Leverhulme Emeritus Fellow, The 
Bartlett School, University College London, UK 

Prof Frank Ellis. Professorial Fellow, School of International Development, University of East Anglia, UK 

Prof Wolfram Eisner, Author and Professor of Economics. Economics and Business Studies, University of 
Bremen. GERMANY 

Prof Diane Elson, Phd in Economics. Professor at the Centre for Research in Economic Sociology and 
Innovation, Department of Sociology. University of Essex, UK 

Prof Gerald Epstein, Professor of Economics and Co-Director of Political Economy Research Institute 
(PERI), University of Massachusetts, USA 

Dr M Mustafa Erdogdu, Associate Professor of Economics, Marmara University, TURKEY 
Prof Korkut Erturk, Professor of Economics, University of Utah, USA 
Mr Ismail Erturk, Senior Lecturer in Banking, Manchester Business School, UK 
Prof Jerry Evensky. Professor of Economics, Syracuse University, USA 

Prof Guilhem Fabre, Professor of Economics and Chinese Studies, University of Le Havre, FRANCE 

Prof Susan Feiner, Professor of Economics and of Women and Gender Studies, University of Southern 
Maine, USA 

Prof Leornardo Felli, Professor of Economics, London School of Economics and Political Science, UK 
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Dr Jesus Ferreira. Associate Professor of Economics, University of the Basque Country. SPAIN 

Prof Ben Fine, Department of Economics. School of Oriental and African Studies. London, UK 

Dr Kade Finnoff, Assistant Professor, Department of Economics, University of Massachusetts. Boston, 

USA 

Prof Mahir Fisunoglu, Professor of Economics, Cukurova University, TURKEY 

Mahir Fisunoglu, Department of Economics, Cukurova University Adana, TURKEY 

Prof Maria S. Flora, Department of Economics, American University, Washington, USA 

Prof Giuseppe Fontana, Professor of Monetary Economics. Head of Economics, Leeds University 
Business School, University of Leeds, UK 

Prof Alan Freeman, Visiting Professor of London Metropolitan University, UK 
Dr Ines Freier, Economist, GERMANY 

Dr Jose Ricardo Fucidji, Assistant Professor, Department of Economics. UNESP. BRAZIL 

Dr Kevin Gallagher, Associate Professor of International Relations and Director of Global Development 
Policy Program, Boston University, USA 

Dr Clara Garcia. Associate Professor, Department of Economics. Complutense University of Madrid, 

SPAIN 

Prof Christian Gehrke, Department of Economics, University of Graz, AUSTRIA 

Prof J. George, Chief Promoter, Strategic Economic Management Initiative in Governance, University of 
Delhi. INDIA 

Dr Susan George. Political economist. Transnational Institute 

Salvador H Geranil. Vice Char of Philippine Network of Rural Development Institutes, PHILIPPINES 

Prof Jayati Ghosh, Professor of Economics. Jawaharial Nehru University, INDIA 

Prof Andrea Ginzburg, Professor of Economics, University of Modena and Reggio Emilia, ITALY 

Dr Mwangi wa Githinji, Assistant Professor of Economics, Thompson Hall, University of Massachusetts, 
USA 

Dr David Gold. Associate Professor. Phd Economics, International Affairs Program, The New School. 

New York, USA 

Francois Gobbe, Coordinator Kairos Europe WB, BRUSSELS 

Prof Don Goldstein, Professor of Economics, Allegheny College. Meadville, USA 

Dr Sara Gorgoni, Lecturer in Economics and Business, Business School, University of Greenwich, UK 
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Rahul Goswami, Social Sector Researcher. National Agriculture Innovation Project. Ministry of 
Agriculture. INDIA 

Prof Ian Gough, Emeritus Professor, University of Bath, and Professorial Research Fellow, London 
School of Economics. UK 

Dr Krishn A. Goyal, Convener & Head of Management Department, Bhupal Nobles College, Udaipur, 
INDIA 

Prof llene Grabel, Department of Economics, University of Denver. USA 

Prof John Groenewegen, Professor of Economics of infrastructures, Delft University of Technology, 
NETHERLANDS 

Joseph Halevi, Department of Political Economy, University of Sydney, AUSTRALIA 

Prof Ferda Halicioglu, Professor of Economics. Veditepe University, TURKEY 

Dr Peter Hall, Associate Professor, Urban Studies, Simon Fraser University, CANADA 

Dr David Hall-Matthews, Senior Lecturer in International Development School of Politics and International 
Studies, University of Leeds. UK 

Lesie Hamilton, Associate Lecturer in Economics, Leeds Metropolitan University, UK 

Prof Geoff Harcourt. Visiting Professorial Fellow at Australian School of Business, University of New 
South Wales, AUSTRALIA 

Prof Jane Harrigan, Department of Economics, SOAS, University of London, UK 

Prof Gillian Hart, Chair of Development Studies. University of California, Berkeley, USA 

Dr Neil Hart, Senior lecturer. School of Economics and Finance. University of Western Sydney, 
AUSTRALIA 

Prof Martin Hart-Landsberg, Professor of Economics, Lewis and Clark College, USA 
Dr Ingrid Hartmann, Agricultural Economist, Berlin. GERMANY 

Dr Joop Hartog. Emeritus Professor of Economics, Amsterdam School of Economics University of 
Amsterdam, NETHERLANDS 

Dr James Heintz. Associate Research Professor. Political Economy Research Institute. University of 
Massachusetts, USA 

Anton Hellesey. Economist and Independent consultant NORWAY 
Andrew Hepburn, Commodity Analyst, CANADA 

Dr Barry Herman. Visiting Senior Fellow, Graduate Program in International Affairs, The New School, 
New York. USA 

Arturo Hermann, Senior Research Fellow at ISTAT, Rome, ITALY 
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Dr Adam Hersh, Economist, Center for American Progress. USA 

Dr Gillian Hewitson, Department of Political Economy. University of Sydney. AUSTRALIA 

Nicholas Hildyard, Director of The Corner House. UK 

Prof Susan Himmelweit, Professor of Economics, Faculty of Social Sciences, Open University, UK 

Prof Geoffrey M. Hodgson. Research Professor in Business Studies. University of Hertfordshire. UK 

Dr Raul Hopkins, Consultant on agricultural issues and information technologies, Lima, PERU 

Dr David Hudson, Lecturer in Political Economy, Department of Political Science, University College 
London, UK 
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Prof Mushtaq Husain Khan, Department of Economics, School of Oriental and African Studies, University 
of London, UK 

Kijong Kim, Research Scholar, The Levy Economics Institute of Bard College Biithwood, New York. USA 
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Alessandra lanza, Chief Economist, Prometeia Spa Financial Consulting, ITALY 
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Economic and Social Commission for Western Asia 

Dr Kamil Mahdi, Economist, Visiting Senior Fellow, Middle East Centre, London School of Economics, UK 
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Durban, SOUTH AFRICA 
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Dr Harwood D. Schaffer, Research Assistant Professor. Agricultural Policy Analysis Center. Department 
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Dr John Simister. Senior teaching fellow, Economics department School of Oriental and African Studies, 
University of London, UK 

Dr Pritam Singh, Reader in Economics, Oxford Brookes University, UK 
Prof Anna Soci, Professor of Economics at the University of Bologna, ITALY 
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Mr Albin Thaarcis, Assistant Professor of Economics. St Xavier’s College. INDIA 

2C 


185 


Dr Frank Thompson. Lecturer in Economics, Residential College. University of Michigan. USA 
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Rotterdam, NETHERLANDS 
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BETTER MARKETS 

TRANSPARENCY • ACCOUNTABILITY • OVERSIGHT 


October 14, 2011 

CONTACT: 

Bill Swindell 
(202) 618-6430 

NEW BETTER MARKETS RESEARCH REPORT SHOWS WALL STREET DRIVING UP FOOD, FUEL 
PRICES; DATA SHOWS THAT COMMODITY INDEX FUNDS SHOULD BE BANNED 


Better Markets today released a new research report showing speculative commodity trading 
pushed by Wall Street is causing market disruptions that have increased prices for American 
families and farmers. 

The analysis reviews commodity markets data over the last 27 years and shows that, since 
2005, so-called commodity index funds have triggered an upward price curve in the futures 
markets when they trade out of an expiring month contract and into a new future month 
(referred to as the "roll"). This has resulted in rising prices and costs as well as a boom-and-bust 
cycle by changing the incentives of producers and consumers of commodities. It also has sent 
misleading and non-fundamental price signals to the market, which have disrupted the futures 
and physical commodity markets. 

"This research report analyzes commodity market activity for more than 25 years and 
specifically analyzed speculative commodity index fund trading," said Dennis Kelleher, 
president and CEO of Better Markets. "This is the first study to directly isolate the impact of the 
speculative index fund roll trading. The data shows the trading those funds do every month has 
severely disrupted and dramatically changed those markets, causing food and fuel prices to 
increase, hedging costs for businesses to rise, and prices to swing erratically up and down, 
which also raises everyone's costs." 

"When this research and data is considered with Better Markets' prior research on speculation, 
the need to ban commodity index funds is overwhelming," said Mr. Kelleher. 

The Dodd-Frank law requires the Commodity Futures Trading Commission to "diminish, 
eliminate, or prevent excessive speculation.” In its March 28 comment letter to the 
Commission, Better Markets called for banning commodity index funds because they are the 
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primary drivers of such speculation, triggering dramatic increases in the price of vital 
commodities such as food and energy. The CFTC will rule on that matter on Oct. 18. 

As detailed in the report, the research found that during this "roll" period, the price spread 
increases between the expiring contract and the new longer-dated contract, creating an 
upward price curve known as "contango." The data shows that this bias toward contango is 
generally absent during the rest of the trading month. 

The analysis also found that this contango bias did not exist prior to the rapid expansion of 
commodity index funds in 2004. In prior years, the historical price curve norm for longer-dated 
contracts was actually priced lower than near-term contracts - a structure known as 
"backwardation. But this has changed since $200 billion to $300 billion in these speculative 
index funds poured into the futures markets, pushed by the Wall Street firms that have heavily 
marketed and profited from them. 

The research specifically analyzed the same trading dates on which the roll now occurs, going 
back 27 years. But no contango bias was present prior to creation of the commodity index fund. 
The study looked primarily at NYMEX WTI Crude Oil and CBOT Wheat. The analysis was also 
extended to NYMEX Heating Oil, CBOT Corn, NYMEX Natural Gas, and CME Live Cattle. 

The data and analysis shows commodity index funds' speculative trading is causing market 
distortions, disrupting price discovery, increasing the costs for commercial hedgers and pushing 
prices needlessly higher. 

Better Markets, Inc., is a nonpartisan, nonprofit organization that promotes the public interest 
in the international and domestic capital and commodity markets. 
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New Research Shows That Wall Street Speculators Are Driving Up Food and Fuel 

Prices and That Commodity Index Funds Should Be Banned 

Research analyzing commodity markets for the last 27 years shows that Wall 
Street's speculative trading through commodity index funds is causing market disruptions, 
interfering with price discovery, increasing the costs for businesses to hedge, and 
needlessly pushing prices higher for all Americans. It shows how the biggest banks, all 
bailed out by the taxpayers in 2008, are lining their pockets at the expense of America’s 
families and farmers. 

Since 2005, there has been historically high commodity price volatility, with prices 
swinging up and down at persistent levels that are not justified by supply and demand. 
That wasn't always the case. Prior to 2005, big price swings, when they happened, were 
typically the result of a supply or demand event like a war or a hurricane. 

Importantly, as commodity price volatility has increased, there has also been a 
massive inflow of new funds into these markets, particularly from so-called commodity 
index funds, which is all speculative trading, as opposed to buying and selling by actual 
producers and consumers. While the precise amounts invested are hard to determine, 
there is at least $200 to $300 billion invested in various speculative trading funds. 

We do know, however, that these speculative trading funds, while a relatively new 
type of market player, now collectively make up the single largest group of non-commercial 
traders in the commodities futures markets. These speculative trading funds, which 
represent giant pools of capital, have in recent times been the single largest group of 
traders, outweighing both commercial business hedgers (producers and consumers of 
commodities] and traditional "speculators," who take short-term directional bets and 
provide liquidity. 

Given both the very large size and the common trading strategies of these 
speculative trading funds, many market observers have concluded that there is a high 
likelihood that they are distorting price formation in commodities markets. It has been 
suggested that this distortion has directly led to the more recent "boom and bust” price 
cycles and higher prices for many food and energy commodities in markets around the 
world. 


Historically, under typical trading activities in the commodity markets, price curves 
in the commodities futures markets have been predominantly "backwardated.” That is just 
a fancy way of saying longer-dated contracts are most often priced lower than shorter- 
dated contracts. This traditional price curve structure is commonly explained in terms of 
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"convenience yield" i.e. price volatility can make it hard to produce sufficient product at 
short notice. Therefore, if you want your commodity sooner, you must pay a premium. 

Therefore, the further out in time a contract is, the lower the premium. Put another 
way, futures prices should slope downwards. Everyone in the market knows this doesn’t 
necessarily mean prices are actually going to decline over time. Rather, the traditional 
pricing signal in a backwardated market is that prices over time will stay fairly steady, all 
else being equal. 

However, this changes once speculative trading funds start pouring hundreds of 
billions of dollars into the futures markets. In fact, the price curve is basically turned 
upside down. The traditionally backwardated price curves become upward sloping. This is 
known as "contango," where the longer-dated contract prices are relatively higher and 
continue to go up. 

This shouldn't happen as a routine matter given the premium built into the price of 
near-dated futures contracts. When buyers and sellers see a price curve in contango, it tells 
them that even with the convenience yield built into today's price, tomorrow's price will 
almost certainly be higher. That tells producers to delay production, and consumers to buy 
more now [even if this doesn’t necessarily show up in patchy data on inventories). This 
causes exaggerated scarcity in the short run, which pushes prices up sharply. In the long 
run. when the delayed production comes on to the market while at the same time demand 
declines because consumers have already stocked up or cut back, the bubble bursts, and 
prices come crashing down. 

Although there were some fundamental supply and demand events that appeared to 
give a partial explanation of the change in the price curves (e.g. crude oil delivery 
bottlenecks at Cushing, OK), their occurrence did not seem to match accurately either the 
timing or magnitude of the shift. Therefore, we decided to use a new set of analytic 
approaches to look at what the speculative trading funds were doing. The dramatic change 
in price curves seemed to coincide with their trading, but was it coincidence or causation? 
Our research and analysis was all directed at trying to answer this question. 

Specifically, we examined the behavior of futures price spreads before, during and 
after the time each month that the speculative trading funds closed out their expiring 
futures contracts and purchased new futures contracts. 1 This is referred to as “rolling” 
contracts into the future and we call the period in question the "Roll," "Roll Period,” or 
’’Roll Cycle." 2 For example, the largest group of speculative trading funds is based on the 
Standard & Poor’s Goldman Sachs Commodity Index (GSC1), which must roll forward their 
expiring futures contracts during a set period of each month, from the 5 th to 9 th business 
day. 


1 Futures contracts expire at regular periods. T raditional hedgers simply close out their contracts for cash at 
expiration, or make or take delivery. However, speculative commodity index funds are designed to keep 
bets on the table for long periods of time. That is what gives rise to the necessity of "rolling" those expiring 
contracts Into new futures contracts every month. This requires massive trading every month as these 
funds liquidate all expiring contracts and replace them, swamping the market repeatedly. 

2 These speculaUve trading funds are misleadingly labeled "commodity index funds," presumably 
intentionally to make people think of benign, passive, low cost stock index funds. The commodity funds 
bear little resemblance to the stock index funds. Crucially, one cannot buy and hold a futures contract 
forever like a stock, so every month hundreds of transactions are required simply to keep a commodity 
index fund invested. 
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Our analysis found overwhelming evidence that the GSCI Roll Cycle systematically 
distorts forward commodities futures price curves towards a contango state. As explained 
above, this causes speculative "boom-bust" cycles by changing the incentives of producers 
and consumers of storable commodities, and also by sending misleading and non- 
fundamental price signals to the market 

The analysis looked very closely at the behavior of prices during the monthly GSCi 
Roll Period. The primary commodities studied were NYMEX WTI Crude Oil and CBOT 
Wheat. The analysis was also extended to NYMEX Heating Oil, CBOT Corn, NYMEX Natural 
Gas, and CME Live Cattle. 

The research found that during the Roll, the price spread between the expiring 
contract and the new longer-dated contract (which the speculative trading fund must buy] 
increases, creating a “contango" price curve. The data also show that this bias towards 
contango is generally absent during the rest of the trading month, clearly suggesting that 
the persistent contango that has been witnessed in many commodities over the last several 
years is generated by the speculative trading funds activity rather than supply and demand 
conditions. 

The analysis also found that the contango bias during the Roll period did not exist 
prior to the rapid expansion of Commodity Index Funds in 2004. The research specifically 
analyzed the same trading dates on which the Roll now occurs, going back more than 25 
years. Bias towards contango simply was not present prior to the creation of the 
commodity index fund. 

This clearly indicates that there is indeed a hugely misleading price signal generated 
by the activities of the commodity index funds and other speculators who may be trading 
around the Roll. The persistent contango of recent years is not the result of some pre- 
existing phenomenon, whether fundamentals- or market-based. Since this price signal is 
not related to actual supply and demand fundamentals, the consequence is to drive prices 
away from their true value. Because the phenomenon is persistent, and is not arbitraged 
away, it has significant long-term implications, and tends to promote boom-and-bust price 
cycles. 


In conclusion, speculative trading through commodity index funds is causing market 
disruptions, interfering with price discovery, increasing the costs for businesses to hedge, 
and needlessly pushing prices higher for all Americans. The way to prevent these market 
damaging events is to ban commodity index funds. 
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News Analysis: IRS Suspends RIC Commodities Investments Rulings 

by Lee A. Sheppard 


Fwil Tut PuBiiirwo By manaN'Sts 


The IRS has stopped issuing rulings allowing regulated investment companies to 
indirectly invest in commodities through controlled subsidiaries and structured notes. 
The IRS is still accepting ruling requests; it's just not acting on them while it studies 
the issue. 

Although RICs are regulated by the SEC under the Investment Company Act of 
1 940, the code is where the restrictions on their investments are lodged. The qualifying 
income requirement of section 851 (b)(2) requires that 90 percent of a RIC's income be 
derived from equities, securities and currencies. By exclusion, it prohibits extensive 
investments in commodities and commodities futures. 

Mutual funds turned to structured notes to be able to hold commodity-linked 
investments, which the IRS gave them permission to hold. (See, e.g., LTR 20072001 1 .) 
The IRS has been given rulings allowing RICs to invest in commodities through 
controlled foreign subsidiaries that elect to be treated as separate corporations, on the 
reasoning that distributions are dividends under section 951 (a)( 1 )(A)(i). (See, e.g., LTR 
201129002.) (For LTR 200720011, see Doc 2007-12201 or 2007 TNT 98-34. For LTR 
201129002, see Doc 2011-15971 or 2011 TNT 142-33.) 

The IRS has been merrily issuing these rulings for years. In the current state of 
affairs, however, some funds have rulings and some funds don'L Every fund needs its 
own ruling, even if its sponsor is a fund management firm with a large family of funds. 
(For prior coverage, see Doc 2011-4752 or 2011 TNT 55-6.) 

Issuance of the rulings was suspended after Steve Larson, IRS associate chief 
counsel (financial institutions and products), attended a CFTC roundtable on rule 4.5 
(17 C.F.R.4.5).The IRS has been in communication with the CFTC about RICs investing 
in commodities. 

The IRS says that it was not ordered to stop giving rulings, but is just taking a 
pause to rethink the rulings it has been giving. "Although we and the CFTC staff are 
communicating, the CFTC neither suggested nor demanded that we suspend our 
rulings," said an IRS spokesman. 


CFTC Exclusion 

Rule 4 5(a)(1) excludes RICs registered with the SEC under the 1940 Act from 
having to register with the CFTC as commodity pool operators when they invest in 
commodities. There is no such thing as dual registration, which would require 
cooperation between the two agencies, which use different methods of calculating fund 
performance. 
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The CFTC is being lobbied to restrict rule 4.5(a)(1). The National Futures o 

Association wants the CFTC to restrict the RIC exclusion. In its petition to the CFTC, s 

the NFA complained about IRS ruling practices. (For the NFA's CFTC petition, see > 

http://www.nfa.futures.org/news/newsPetition.asp? ArticlelD=2491 .) ” 

"We were not directly aware of the complaints received by the CFTC, but the 
increase in activity by that agency was certainly a factor in our deciding to look more 
carefully at the policies and analysis behind our letter ruling policy,” said an IRS 
spokesman. 

The NFA's beef is that mutual funds went hog wild with their exclusion and are 
competing unfairly (cheesy puns fully intended). Rule 4.5(c) used to require that RICs 
restrict their commodities activity to hedging, restrict commodities holdings to 5 percent 
of the liquidation value of the portfolio, and not hold themselves out as commodities 
trading vehicles. 

The NFA wants these restrictions, which were removed in 2003, restored. This 
would mean that a lot of RIC subsidiaries would have to either unwind or register with 
the CFTC as commodities pool operators. 

The NFA complains that some mutual funds are marketing leveraged commodities 
funds loaded with derivatives, futures, and options to unsophisticated retail customers. 

The petition notes that RIC subsidiaries that invest in commodities are not subject to 
1940 Act regulation and customer protection rules. Oh, and the parent RICs hold a lot 
of liquid investments to collateralize the commodities subsidiaries' derivatives positions. 

The NFA frets that others will take advantage of the wide-open exemption. Of 
course, the same unsophisticated investors are going directly into exchange-traded 
funds (ETFs), the most popular of which is GLD, which holds gold bullion. The NFA 
complained about ETFs as well. 

Another factor in the IRS suspension was the recent enactment of the RIC 
Modernization Act (P.L. 1 1 1-325). As originally introduced in 2009, H.R. 4337 would 
have explicitly permitted RICS to invest in commodities and commodities futures under 
section 851(b)(2). (For the original bill, see Doc 2009-27636 or 2009 TNT 240-39.) 

This provision was stripped out when the bill was passed into law, apparently on 
the insistence of one of the congressional agriculture committees. In the minds of some, 
the congressional failure to explicitly permit unlimited commodities investments creates 
a negative inference that the IRS should not be permitting them administratively. 

"It is fair to say that we had hoped that the RIC Modernization Act would bring 
clarity on this point, and that the failure to bring that clarity was also a factor in our 
decision to look into the issue more closely," said an IRS spokesman. 

Similarly Situated? 

RICs have ruling requests currently lodged with the IRS, whose personnel are 
telling applicants that the requests cannot be granted. This creates a situation in which 
it could be said that similarly situated taxpayers are being treated differently. 
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In Schering-Plough Corp. v. United States, the taxpayer argued that it had been 
unfairly treated because a competitor got a ruling for the same scheme. The government 
prevailed on a motion for summary judgment that the two taxpayers were not similarly 
situated because the taxpayer had never requested a ruling. (For the opinion in 
Schering-Plough, No. 05-2575 (D.N.J. Dec. 3, 2007), see Doc 2007-26557 or 2007 
TNT 234-8.) 

Schering-Plough relied on International Business Machines Corp. v. United States, 
343 F.2d 914 (Ct. Cl. 1965), cert, denied 382 U.S. 1028 (1966) for its disparate treatment 
argument. In that case, an IBM competitor got a favorable excise tax ruling. Upon 
learning of this, IBM sought a similar ruling for the same equipment, and the IRS sat 
on its request for two years. The IRS then revoked the competitor's ruling prospectively, 
while telling IBM it owed excise tax retroactively. 

The Court of Claims found a tax policy of equal treatment to ensure fulfillment of 
congressionally intended uniform taxation within business sectors. The court rejected 
the argument that the IRS had a universal power to tax regardless of the impact on 
other taxpayers. Finding an abuse of section 7805(b) discretion, the court awarded 
IBM a refund for the same period that its competitor was not required to pay excise 
taxes. 

Can RICs with ruling requests on file get their rulings if the IRS decides to change 
its policy because the CFTC may be changing its policy? The seminal gift loan case, 
Dickman v. Commissioner, 465 U.S. 330 (1985), established that taxpayers may not 
rely on previous administrative stupidity after the agency's practice has changed. The 
IRS cannot be barred from collecting a tax because it corrected an erroneous 
interpretation of law. 

RICs filing requests for the same rulings that others (even within their own fund 
families) have are certainly similarly situated to each other, and arguably within IBM. 
But what if the rulings were wrongly granted? On the regulatory side, there is a question 
whether the IRS went too far in opening the door to commodities investments by RICs. 
Perhaps the IRS was not aware of RICs' aggressive use of rulings to get around CFTC 
rules. 

Fairness to similarly situated taxpayers may ultimately be out of the hands of the 
IRS. If the CFTC changes its policy along the lines suggested by the NFA, the lucky 
RICs that have commodities rulings will have to unwind their commodities affiliates if 
they do not want to register them as commodities pool operators. 
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RESPONSES TO SUPPLEMENTAL QUESTIONS FOR THE RECORD 

from 

SENATOR CARL LEVIN 

Chairman, Permanent Subcommittee on Investigations 
to 

THE HONORABLE DOUGLAS H. SHULMAN 
Commissioner, Internal Revenue Service 


Hearing On 

“Compliance with Tax Limits on Mutual Fund Commodity Speculation” 
January 26, 2012 


I. In connection with its approval of the 72 private letter rulings, did the IRS request or 
receive from the mutual funds information concerning one or more substantial nontax 
purposes for creating or using an offshore corporation or commodity-linked note to 
make commodity investments versus the mutual funds making those same types of 
commodity investments directly? If so, please describe the substantial non-tax purposes 
identified by the mutual funds. 

Answer : 

The IRS analyzed the 72 private letter rulings under section 851 and the tax law 
principles relevant to applying that statute. In the case of the private letter rulings 
involving controlled foreign corporations (CFCs), the IRS requested and received 
information sufficient to analyze whether the relevant CFCs should be respected for tax 
purposes. In performing this analysis, the IRS relied on long-standing principles in the 
tax law which generally respect a taxpayer's choice of entity, but require a taxpayer that 
has chosen the corporate form to comply with the normal requirements of corporate law. 
For example, one such consideration is whether the CFC is adequately capitalized to 
conduct its business. In connection with these private letter rulings, the IRS required and 
received representation that the CFC would be adequately capitalized, and more 
specifically that the CFC would comply with the requirements of section 1 8(f) of the 
Investment Company Act of 1 940 and related SEC guidance pertaining to asset coverage. 
As discussed in my written testimony, IRS lawyers then analyzed the CFC structures in 
light of section 85 1 to determine the proper treatment of the CFC income for the parent 
regulated investment company (R1C). 

In the case of the private letter rulings involving commodity-linked notes, the IRS 
requested and received information related to whether the relevant note should be treated 
as a security, including the structure and terms of the note (such as principal pay-back 
features), and other counterparty arrangements. As also discussed in my written 
testimony, IRS lawyers then analyzed these notes in light of section 85 1 to determine the 
proper treatment of investments in the notes. 
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2. Given codification of the economic substance doctrine in Internal Revenue Code 
Section 7701(o) in 2010, please explain why the IRS does not plan to apply the economic 
substance doctrine when analyzing policy issues related to the 72 private letter rulings 
allowing mutual funds to use wholly owned offshore shell corporations and structured 
notes to invest in commodities in apparent circumvention of the income restrictions of 
Section 851(b)(2). 

Answer : 

The economic substance doctrine, as codified in section 770 l(o) of the Internal Revenue 
Code, is a powerful tool which the IRS has used very successfully in attacking tax 
shelters and similar abusive transactions. The court cases in which the IRS has 
successfully litigated the economic substance doctrine contain fact patterns different from 
the fact pattern presented by the RIC CFC and structured note ruling requests. 

Your question asks why we would not assert the economic substance doctrine against the 
taxpayers who have been issued favorable private letter rulings. The IRS believes that it 
would be unnecessary to invoke the economic substance doctrine against conduct that has 
taken place in express reliance on the taxpayer’s private letter ruling. Other tax law 
doctrines or principles are better suited to these transactions and, as discussed in question 
1 , were considered in issuing the private letter rulings. If it were determined that RIC 
investments in structured notes, CFC stock, or both, are inappropriate, the IRS believes 
that the conduct could be curtailed by the issuance of appropriate guidance, withdrawal of 
the private letter rulings, or other similar administrative steps. 

3. In principles set out in the 1972 Aiken Industries case and subsequent IRS regulations, 
the IRS is allowed to disregard any entity which functions as an intermediary for a 
taxpayer and treat its income as income attributable to the taxpayer itself. As one 2002 
IRS private letter ruling explains: “where the parent corporation so controls the affairs 
of the subsidiary that it is merely an instrumentality of the parent, the corporate entity 
of the subsidiary may be disregarded.” 

Please explain whether the IRS plans to use the conduit analysis under Aiken Industries 
case and the subsequent IRS regulations to treat the CFCs conducting commodity 
investments as conduits, agents, or instrumentalities for the mutual funds that own 
them and attribute the CFC income to the mutual funds for purposes of Section 
851(b)(2) and, if not, why not. 

Answer : 

While Aiken Industries is an important case for the IRS in attacking certain types of 
conduit structures, the IRS does not view the conduit theory applied in Aiken Industries 
as applicable to the CFC subsidiaries in which RICs have invested. The facts of Aiken 
Industries are instructive on this point: In that case, the taxpayer was the payor of a $2.25 
million note issued originally to a related Bahamian corporation, and, as such, would 
have been responsible for foreign withholding tax on any interest paid. To avoid this 
withholding tax, the Bahamian corporation transferred its note to a subsidiary 
incorporated in Honduras, which had a treaty with the U.S. eliminating withholding on 
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interest paid to a Honduras corporation. The note was exchanged for a matching series of 
notes also aggregating S2.25 million, such that all of the note payments received in 
Honduras were immediately paid over to the Bahamian corporation. The court held that 
the taxpayer was required to pay the withholding tax because the Honduras subsidiary 
received the interest only as a collection agent for the Bahamian corporation, and did not 
itself have any beneficial interest in the payments. 

Unlike the situation in Aiken Industries , the CFCs engage on their own account and in 
their own name in the business of investing in instruments providing exposure to 
commodity price movements. Each CFC would have income and loss at the subsidiary 
level, even though that income or loss may effectively be included in the income or loss 
of its parent under the subpart F rules. Cases such as Moline Properties . 3 1 9 U.S. 436 
(1943), support the recognition of such subsidiaries, provided normal corporate law 
requirements are satisfied, including adequate capitalization. 

Your question asks whether we plan to assert the conduit theory against the taxpayers 
who have been issued favorable private letter rulings. As we noted in our response to 
Question 2, pertaining to the economic substance doctrine, that there is no need to resort 
to doctrines like the conduit theory to address CFC investments. If a determination were 
made that CFC investments are inappropriate, compliance with that view could be 
obtained through published guidance or withdrawal of the private letter rulings. 
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RESPONSE TO SUPPLEMENTAL QUESTION FOR THE RECORD 

from 

SENATOR CARL LEVIN 

Chairman, Permanent Subcommittee on Investigations 
to 


EMILY McMAHON 
Acting Assistant Secretary for T as Policy 
U. S. Department of the Treasury 


Hearing On 

“Compliance with Tax Limits on Mutual Fund Commodity Speculation” 
January 26, 2012 


Q. From 2006 to 2010, the IRS issued 72 private letter rulings allowing the mutual funds to 
whom the letters were addressed to use either wholly-owned offshore corporations or 
financial instruments called “commodity linked notes” to make unrestricted commodity 
investments, notwithstanding the 10% limit in Section 851. 

In your written statement submitted on January 26, 2012 to the Subcommittee, you 
stated, “the extent which investors should be able to obtain exposure to commodity price 
fluctuations through investment in RICs (mutual funds] is not fundamentally a tax 
policy issue.” Please explain why the IRS’ approval of the use of offshore shell 
corporations and commodity linked notes permitting mutual funds to gain unrestricted 
exposure to commodities, allowing them to do indirectly what the law doesn’t let them do 
directly, is not fundamentally a tax policy issue. 

Answer : 

The hearing on “Compliance with Tax Limits on Mutual Fund Commodity Speculation,” 
which took place on January 26, 2012 addressed two types of private letter rulings that 
the Internal Revenue Service (IRS) had been issuing to regulated investment companies 
(RICs) that invested in securities, giving them indirect commodity exposure. The first 
type treated certain structured notes linked to commodities prices or a commodities price 
index as “securities” that produce qualifying income for purposes of section 851(b)(2) of 
the Internal Revenue Code (Code). The second type treated subpart F income 
attributable to a RIC parent from the stock of certain wholly owned foreign subsidiaries 
as qualifying income for purposes of section 85 1 (b)(2). (The subsidiary stock also 
satisfied the security ownership requirements of section 85 1 (bX3)). 

As an initial matter, to elaborate on the statement I made in my testimony, Congress 
conceivably could amend the Code to provide that income derived from commodity- 
related securities is not qualifying income for purposes of section 851(b)(2). However, 
we do not see any particular reason relating to tax policy to further limit the extent to 
which RICs are permitted to obtain indirect commodity exposure through investments in 
commodity-related securities. Rather, we believe that this question is better addressed 
by the Securities and Exchange Commission (SEC) or the Commodity Futures Trading 
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Commission (CFTC), and if Congress chooses to impose additional limitations through 
the Code on the extent to which RICs can make commodity-related investments, that 
such a decision be informed by their views. 

With regard to the specific question you raise in your letter, the private letter rulings in 
question simply interpret section 851 as written. The private letter rulings involving 
commodity-linked notes address whether income from those notes is described in section 
85 1 (b)(2)(A). That section requires a RIC to derive at least 90 percent of its gross 
income from securities, as defined in section 2(a)(36) of the Investment Company Act of 
1940 (1940 Act). Although the Treasury Department did not participate in the issuance 
of these private letter rulings, the rulings necessarily apply section 2(a)(36) of the 1940 
Act. Section 85 1(b)(2)(A) does not impose any further limitations on the types of 
securities that produce qualifying income, and we are not aware of any guidance issued 
by the SEC that would imply that commodity-linked notes should not be treated as 
securities for 1940 Act purposes. Therefore, notwithstanding that income derived from a 
direct investment in commodities is not qualifying income for a RIC, it is difficult to 
find any statutory basis to conclude that a commodity-linked note, to the extent that it 
constitutes a “security” under the 1940 Act, cannot produce qualifying income. 

Similarly, the private letter rulings involving an investment by a RIC in a wholly owned 
corporate subsidiary are consistent with the rule of section 85 1 (b) that subpart F income 
is generally treated as a dividend, and thus as qualifying income for purposes of section 
851(b)(2). The statute imposes no limitations on the activities that can be conducted by 
the issuer of the securities in which the RIC invests. Consequently, it is difficult to find 
a statutory basis to conclude that a wholly-owned subsidiary of a RIC cannot invest in 
commodities, or cannot carry on any other type of business, whether or not such 
business could be conducted directly by the RIC. 

Your question seems to imply that the Treasury Department should be applying certain 
judicial doctrines (such as sham transaction, conduit, and economic substance) to 
prohibit the use by RICs of commodity-linked notes or controlled foreign corporations to 
obtain commodity exposure. These are enforcement tools that the IRS has successfully 
used on numerous occasions. However, these doctrines require factual inquiries that 
must be done on a case-by-case basis. Therefore, it is not appropriate to apply these 
doctrines as a blanket prohibition on the use of commodity-linked notes or controlled 
foreign corporations by all RICs, when the statute does not otherwise prohibit them. 
Instead, those doctrines may be relevant depending on the facts of a particular case. 
Although the Treasury Department was not involved in the private letter rulings at issue, 
we believe it is unlikely that the IRS would have issued favorable rulings if it believed 
the relevant facts w'arranted invoking those doctrines. 
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